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AVERAGING INCOME FOR TAX PURPOSES: 
A STATISTICAL STUDY 


WILBUR A, STEGER * 


Introduction 

HERE has been much conjecture 

concerning the desirability of a 
change in the tax code to permit the 
averaging of income for personal income 
tax purposes. Averaging, it is argued, 
would mitigate the penalty caused by 
the interaction of fluctuating taxable 
incomes and the progressive tax rate 
structure.’ The averaging problem, like 
the loss carryover problem, has its origin 
in the concept of an annual tax ac- 
counting period, but unlike the latter, 
it does not presuppose the existence of 


loss years. Taxpayer recipients of posi- 


tive but fluctuating incomes pay higher 
taxes under a progressive income tax 
system than do taxpayer recipients of 


* This 


undertaken 


report is based upon research originally 


for a doctoral dissertation at Harvard 


University. I am indebted to Mr. John van Tassel 
of Harvard University for his invaluable supervision 
and assistance in preparing the numerical computa- 


tions used in this paper. 


1 More than fifty individuals (economists, spokes 
men for groups before congressional committees and 
tax “ experts”) have publicly suggested revision of 
the Internal Revenue Code to allow for one averag- 


ing system or another. 


the same total aggregate income received 
in a stable flow over ‘a period of years.” 

Much discussion of the problem has 
proceeded in the absence of reliable in- 
concerning the probable 
effects of averaging devices. The num- 
ber of taxpayers who would be affected 
has not been known within wide limits, 
and therefore it has been difficult to 
judge the real need for tax revision. 
Similarly it has been difficult to ap- 
praise the economic effects of changes 


formation 


in the income distribution in the ab- 
of reliable the 
amounts by which taxpayers would be 
affected. 
attempt is made to supply the statistical 
data needed for a fuller evaluation of 
averaging proposals, 


sence information on 


In the following pages an 


* While this is the primary problem studied here, 
the alleged need for one of the averaging systems, 
the carryover of unused exemptions, does not arise 
Unused 


exemptions are, instead, more like the carryover-of- 


from the progressivity of the tax structure. 


losses problem. However, since the proposal to 


carryover unused exemptions is one possible technique 
for averaging taxable income (not necessarily net 
taxable income) and since the statistical technique 
used in this paper allows study of this proposal, it 


was included in the paper. 
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In this article, the taxable incomes of 
a large sample of identical taxpayers are 
subjected statistically to different aver- 
aging systems, as well as the regular 


“annual” income tax system, for a 
period of years. The goals of this 
statistical investigation are as follows: 
(1) to determine the frequency and 
size distribution of divergencies between 
each type of averaging system and the 
annual system; (2) to estimate the re- 
sponse of taxes paid under each averag- 
ing system to changes in aggregate in- 
come; and (3) to show the particular 
income and marital status groups who 
benefit most from averaging. 

Methodology necessarily occupies a 
central place in this type of analysis. 
In the interest of readability, however, 
a description of data, methods of 
analysis, and assumptions has been de- 
ferred to a later point. Findings and 
conclusions are discussed first, follow- 
ing a brief description of the particular 
averaging systems tested in this study. 
Description of Averaging Systems 

Averaging terminology is confusing 
to those who are unacquainted with the 
subject, and therefore it will be helpful 
to begin with a description of the par- 
ticular averaging systems at issue here.” 
In this paper, taxes have been computed 
according to the annual tax system and 
the following six averaging systems, 
covering a seven year period. 

(1) A carryover of unused exemp- 
Here, the unused exemptions 
must be carried backward first over the 
period as far as they can go, and then 


tions. 


3 Only a few of the many averaging devices which 
have been proposed are tested here. See Chapter II 
of =the Harvard 
University, The Averaging of Income for Income Tax 
Purposes, for history, and 
original advocates of each of the known: methods of 


writer's doctoral dissertation at 


current proponents, 


averaging income for income tax purposes. 
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forward until the end of the period or 
exhausted. This is the only one of the 
six averaging systems tested which pro- 
vides for net taxable incomes below zero 
due to an excess of exemption deduc- 
tions over net taxable income.* 

(2) A five-year simple, or periodic, 
average income tax system. Here, the 
taxpayer chooses the best year (i¢., the 
one which lowers his taxes the most) of 
the last three years in the seven-year 
period studied in which to average his 
present and previous four-year incomes.” 
The tax on this average income for five 
years is compared with the sum of the 
taxes actually paid over the previous 
years and the tax (not yet paid) on 
this year’s actual income. The differ- 
ence between these is used as a credit 
against the tax on current annual in- 
come. A refund is possible if this credit 
exceeds the tax (not yet paid) on this 
year’s actual income. 

(3) The progressive average income 
tax system. A cumulative average,. 
where all years of the averaging period 
continue to enter into the computation 
of the average, is basic to this system. 
Unlike a moving average, the most re- 
mote year in last year’s average is not 
dropped from this year’s calculation. 
Under the progressive average income 
tax system, the tax in any year is that 

4 Some of the other averaging systems could, con- 


ceivably, allow for the carryover of unused ex 
emptions, but the writer preferred to separate the 
effects of the carryover of unused exemptions from 
the effects stemming from the interaction of progres- 
sive tax rates and positive but fluctuating net tax 


able income. 


5 The taxpayer is treated as though he were an 
omniscient economic man in this case: he is assumed 
to know, in the fifth year of the period, his income 
for the years. this, 
choose the best of the last three years in which to 


next two Knowing he can 


take his five year average. This assumption is made 
in order to show (as clearly as possible) the full 
effects of five-year block system type of average in a 
closed seven-year period such as the one here. 
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amount which (when paid) makes the 
total sum of taxes paid over the averag- 
ing period equal to the total taxes that 
would have been paid if the cumulative 
average (including the current year’s 
income) had been received in each year 
of the averaging period. One method 
of accomplishing this result is to have 
the taxpayer annually multiply the tax 
on his current year’s cumulative average 
income by the number of years in the 
averaging period and subtract from this 
amount the taxes already paid under the 
progressive average system during the 
average period. 

(4) The seven-year moving average 
income tax system. The taxpayer pays 
a tax based on the average income itself. 
The average is computed by adding the 
current year’s taxable income to the 
sum of the previous six year’s taxable 
incomes and dividing by seven. 

(5) The five-year moving average 
income Here, again, the 
taxpayer pays a tax based on the aver- 


tax system. 
age income itself. The average is com- 
puted as above, except that current in- 
come is added to the the 
previous four year’s taxable income and 
divided by five. 

(6) The moving average sets the 
effective tax rate income tax system. 
In this system, the computed tax in the 
seven-year moving average’ system is 


sum of 


used to establish the effective tax rate to 
be applied to current income. The 
effective tax rate used equals: 
tax on the seven-year moving average 
seven-year moving average income 
The tax in any year, then, is equal to 
this effective tax rate multiplied by 
this year’s current income. 
This is by no means an exhaustive 
list of averaging techniques. It is, in- 
stead, intentionally selective. The aver- 
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aging systems used in this analysis were 
chosen on the grounds of possible im- 
plementation, number of proponents, 
basic nature of formula, and their 
diversity. There are many other aver- 
aging techniques, however, and caution 
should be exercised in extending the 
conclusions of this paper to any aver- 
aging system not included. 


Summary of Findings 


The 1929-1935 
data used in this study are old and at 
best only partly suited to the study’s 
purpose. Certain assumptions and hy- 
potheses therefore had to be made in 
order to convert these data to a form 
With 


due allowance, however, for shortcom- 


Wisconsin income 


amenable to statistical analysis. 


ings of data and methodology, a cautious 
interpretation of the study’s statistical 
results supports the following conclu- 
sions: 

(a) Over a period of many years, 
total tax receipts under the following 
averaging systems probably would not 
differ by more than 4 per cent from the 
taxes established by the annual tax 
system: the simple average, the progres- 
sive average, and the “ moving average 
sets the effective tax rate”’.® The latter 
averaging system would cause the least 
deviation, probably less than 1 per cent. 
The estimate of a 4 per cent differential 
between the specified averaging systems 
and the annual system is believed to be 
applicable to periods of both stable and 
fluctuating national income. A five-year 
carryover of unused exemptions prob- 
ably would not cause a deviation of 
more than § per cent, over many years, 
although the results are least reliable 


® This statement holds for averaging periods of 
five to seven years in length. However, investiga- 
tions of the effects of averaging for longer periods 
have persuaded the writer that the text statement 
might stand unaltered for averaging periods longer 


than ten years. 
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here. A five- or seven-year moving 
average system might cause a 20 per 
cent deviation between the taxes col- 
lected under it and the taxes that would 
have been collected under the annual 
tax system, were national income 
severely inflated or deflated for many 
years. Where no such inflation or de- 
flation exists, the total taxes raised 
under a moving average income tax 
would be little different, in the aggre- 
gate, from those raised under the cur- 
rent tax system, 

(b) Members of the taxpaying popu- 
lation are not affected equally, of 
course, by the introduction of an 
averaging system. Some of the taxpay- 
ing population would not pay a tax 
much different from that incurred 
under an annual system; others would 
pay significantly different total taxes. 
Averaging systems differ significantly 
as to the numbers in the taxpaying 
population that are or are not affected 
by the averaging system. 

Table I presents the percentages of 
the taxpaying population who might be 
affected by different absolute (positive 
or negative) differentials over a seven- 
year period of extreme income fluctua- 
tion, such as 1929 to 1935." 

It is highly reasonable to assume that 
the percentage of the taxpaying popula- 
tion who would be affected by a $50 
or greater differential due to averaging 
would be lower than is indicated by 
Table I during economic periods with 
less severe income fluctuation than the 
1929-1935 period. Thus, while aver- 
aging would affect very large percent- 
ages of the taxpaying population, none 


7 These differentials could only be negative (i.e., 
would pay more under the 


averaging system than he would have to pay under 


the taxpayer taxes 
the annual tax system) in the case of the moving 
average tax systems and the 
the effective tax rate" system. 


“moving average sets 
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of the averaging systems but the mov- 
ing averages would cause large effects 
for very large numbers of people. In 
round numbers, perhaps 15,000,000 
taxpayers pay more taxes, and 1,000,000 
pay significantly more taxes, (i.e., more 
than $500 over a five to seven year 
period) because they have fluctuating 
net taxable incomes instead of stable tax- 
able incomes and are subject to a pro- 
gressive tax rate structure.” It is also 
probable that at least 2,000,000 tax- 
payers pay significantly greater taxes 
due to the tax law’s non-allowance of 
the carryover of unused exemptions. 
(c) The resulting changes in income 
distribution that are brought about due 
to the averaging of income for tax 
purposes will depend upon the type of 
averaging system used. Some averaging 
systems increase the redistributive effects 
of the personal income tax while others 
diminish these effects. This study in- 
dicates that, during a period of falling 
national income, each of the averaging 
systems would have the following ap- 
proximate effects upon the present in- 
come equalizing tendencies of the per- 
sonal income tax:* The carryover of 
unused exemptions would increase the 
tendency of the tax structure to equalize 
the income distribution by about 6 per 
the tax structure’s present 
equalizing effect. On the other hand, 


cent of 


® This statement is based on all averaging systems 
except the moving averages. The moving average is 
excluded because, unlike the simple, progressive, and, 
lesser extent, the average sets the 


to a “ moving 


effective tax rate” system, the elementary moving 


averages do not differentiate solely between the 


stable income receiver and the receiver of income 


which fluctuates throughout several tax brackets. 


® The federal income tax has caused a measurable 
See M. Smelker, “ Shifts in 
the Concentration of Income,” Review of Economics 
and Statistics, v. 30 (1948) p. 219; §S. Goldsmith, 
et al., “Size Distribution of Income Since the Mid- 


redistribution of income. 


Thirties ", Review of Economics and Statistics, v. 36 
(1954) p, 23 
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the simple average and the progressive 
average would decrease the present 
equalizing effect by about 5 per cent. 
The system by which the “ moving 
average establishes the effective tax rate ” 
would decrease this effect by about 1 
per cent. The moving averages would 
decrease it by about 20 per cent.’® The 
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because they ordinarily tend to have 
lower taxable incomes than do married 
taxpayers. 

(e) The carryover of unused ex- 
emptions is the best of all the averaging 
systems on countercyclical flexibility 
grounds. Following the carryover of 
unused exemptions, in rank order of 


TABLE I 
FREQUENCY AND MAGNirube or TAX Dir reRENTIALS UNbeR SeLecrep 
AVERAGING SYSTEMS FoR Seven-YeAR PeRiop 


Type of Averaging System 


Unlimited Carryover of Unused Exemptions .. 
Progressive Average 
Five-year Simple Average 

Five-year Moving Average 

Seven-year Moving Average 

Moving Average Sets the Effective Tax Rate 


foregoing percentages are not independ- 
ent, of course, of the particular time 
period covered, 1929-1935. The per- 
centage effects of the moving average 
type of averaging system would un- 
doubtedly have been considerably differ- 
ent for other periods. It appears, 
though, that the percentage effects of 
the carryover of unused exemptions, 
the simple, and progressive averages 
probably would have been little changed. 

(d) Single and head of the house- 
hold taxpayers, individually, may be 
penalized more under the current tax 
system by an inability to average their 
incomes than are married taxpayers.’ 
In the aggregate, however, single and 
head of the household taxpayers do not 
receive benefits proportionate to their 
numbers in the taxpaying population, 

10 This statement is based on a comparison of the 
areas remaining between the post-tax Lorenz curve 


and the 45 
after 


’ 


line of “ full equality” before and 


the introduction of the particular averaging 
system. 

104 Due to space limitations, the detailed statistical 
results leading to this conclusion are not included in 
the text of this paper. They may be found in the 


writer's dissertation, ibid., Ch. 6. 


Loss 
Over $500 


Amount of Tax Saving or 


$0-9 $10-49 $50-499 
1% 4% 21% 
l 19 8 
7 15 6 
3 50 
11 3 41 
78 13 7 


ue 


im Seo 


No 


countercyclical effectiveness, are the 
progressive, simple, “ moving average 
sets the effective tax rate”, and moving 
average systems. An annual tax system 
with the carryover of unused exemp- 
tions has more income elasticity of tax 
yield than any other combination of 
systems. Also, the progressive average 
has, at best, only slightly more counter- 
cyclical potential than the annual tax 
system; in fact, it is quite conceivable 
that the progressive average would not 
increase the built-in flexibility which 
the current annual income tax system 
already possesses. 

(f) Averaging systems differ in their 
sensitivity to the length of the averag- 
ing period. For example, it is highly 
probable that a five-year simple average 
would give most of the benefits that a 
seven-year simple average yields. How- 
ever, differences in the length of the 
averaging period of the moving average 
(and presumably any of its derivatives) 
could cause significant differences in 
both the amount and timing of income 
taxes due. 
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Data and Methods: the Wisconsin 


Sample, 1929-1935 


The statistical results of this investiga- 
tion are based on the actual tax returns 
of a sample of more than 13,000 
identical taxpayers filing consecutive re- 
turns in Wisconsin during the years 
1929-1935."' This particular body of 
data was chosen for a statistical study 
of income averaging for tax purposes 
because it is by far the largest single 
source of information on the consecu- 
tive taxable income of identical tax- 


payers. 

The Wisconsin statistics are arranged 
in tabular form showing the cross 
classification of the income of one year 
by the income group of another year. 
The tables do not trace the income of 
any one family over the seven-year 


period.'* For example, one of the 
tables shows the income distribution, 
for the years 1930-1935, of the 440 in- 
dividual taxpayers who earned between 
zero and $500 net taxable income in 
1929. Other tables break the remain- 
ing 12,750 taxpayers into twelve other 
1929 income groups ($500-$1000, 
$1000-$1500, etc.) and similarly show 
the income distributions of each of 
these groups for the following six years. 
These data were the best available for 
this study’s purposes, but certain as- 
sumptions (some admittedly drastic) 
were needed to put the data into work- 
able form for computational purposes 
and also make the data approximate the 
current tax and income situation more 
closely. 
Individual 


Changes in the Income of Identical Taxpayers, 1929 


11 Wisconsin Income Tax Statistics, 


1935, Wisconsin Tax Commission, 1939. 


o . 
12In a separate tabulation, however, the incomes 


of over 100 of the highest income recipients are 


Thid., p. A3-4, 


This sample is used below as a check 


traced over the seven-year period. 
A37-9, A72-3. 
on the results gained by analyzing the larger sample. 
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The adjustments and assumptions 
made were the following: 

(a) To make Wisconsin’s “ net tax- 
able income” and the federal income 
tax concept comparable, adjustments 
were made for certain differences in the 
Wisconsin law."® 

(b) Within their 1929 net taxable 
income brackets, taxpayers were as- 
sumed to retain the same rank position 
relative to the rest of the 1929 income 
group throughout the seven-year period. 
For example, 143 of the 440 returns 
with incomes of less than $500 in 1929 
were assumed never to rise above that 
net taxable income bracket. This was 
assumed because 143 was the smallest 
number of taxpayers (appearing in 
1930) who had made $0-$500 in 1929 
and continued to make that in the next 
six years. Of the remaining 297 tax- 
payers in the $0-$500 1929 group, 13 
were assumed to have $0-$500 from 
1929 to 1934 and $500-$1000 (the 
next bracket) in 1935. When all the 
data were arranged in this manner, the 
more than 13,000 taxpaying units, in 
the thirteen 1929 income groups, fell 
about 600 seven-year income 
streams. 


into 


(c) These 600 income streams be- 
came 1,262 income streams when they 
were broken into one of eight family- 
exemption types: married with from 
zero to four dependents, single with 
zero or one dependent, and head of the 


18 The adjustments were made with the use of 
tables of data (by net income classes) on certain 
receipts and deductions of these identical taxpayers 
found in Wisconsin Individual Income Tax Statistics, 
Characteristics of the Sample of Identical Taxpayers, 
Wisconsin Tax Commission, 1939. 

The differences found in Wisconsin income tax 
law during these years were as follows: dividends 
received from Wisconsin corporations were de- 
ductible; federal taxes paid were deductible; capital 
property in were in- 


gains realized on Wisconsin 


cluded in full. 
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household.'* Each of these 1,262 income 
streams had a frequency (i.e., number 
of taxpayers having this seven-year in- 
come pattern) ranging from one to 
more than one hundred, so that they 
represented, in actuality, all of the 
13,190 taxpayers. 

(d) The tax rates and exemptions 
used were those of the 1954 Internal 
Revenue Code. 

(e) The mid-points of the brackets 
of the before-exemption taxable in- 
comes given in the Wisconsin data were 
doubled: this yielded the “ before ex- 
emption net taxable income” used in 
the computations.'® This adjustment 
was designed to correct (in an extremely 
arbitrary manner) for the intervening 
price-income inflation, 

Before turning to the detailed results, 
investigation of these assumptions and 
hypotheses is appropriate at this point. 
This methodological discussion raises 
two major How do the 
methods used cause the results to differ 
from those that would have been ob- 
tained had better data been available 
and, therefore, less demanding assump- 
tions needed? What is the effect of 
these methods on the applicability of 
the results to current tax years? 


questions: 


Methodology—Validity and Significance 
of Results 


The assumptions and hypotheses used 
to develop the Wisconsin data into a 
form suitable for this study are prima- 
rily of two types: those which attempt 
to make old data more applicable to 


14 The 


taxable income classes for 1929 and 1935, found in 


table of family-dependent types by net 
Wisconsin Individual Income Tax Statistics, Charac 
op. cit., p. ABs, 


the original 600 income streams. 


teristics, was used to break down 


15 This is done for all brackets up to 


$6000-$8000; after that, the average income of that 


income 


group is used. 
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current tax years, and those which are 
necessary to convert the tabular form 
of the Wisconsin data into many income 
series, each with a stated taxpayer fre- 
quency. Of the latter assumptions 
| (a), (b), and (c), above], only the 
assumption that taxpayers retained their 
same rank position relative to the rest of 
their 1929 income group throughout the 
seven-year period studied (b) is poten- 
tially damaging to the study’s results. 
The danger lies in the tendency of this 
assumption to stabilize income and thus 
artificially lower the differentials be- 
tween averaging and the annual tax 
system. 

In appraising the extent of this 
danger, it should be noted first that the 
method does not assume that there is no 
reranking between taxpayers in one 
1929 net taxable income group and tax- 
payers in another 1929 net taxable in- 
The method rejects only 
intra-group reranking. For example, 
taxpayers in the 1929 income 
group of “ under $500” net taxable in- 
come rose to more than $20,000 in the 
ensuing years, whereas, in some of the 
middle 1929 income brackets no tax- 
payer rose to $20,000 during 1930 to 
1935; the basic Wisconsin data tables 
show this. The no-reranking method 
allows for the wide fluctuation of in- 
come from under $500 to over $20,000, 
and all other such fluctuation occurring 
within each 1929 income bracket. 
Therefore, the fairly large number of 


come group. 


some 


1929 net taxable income groups in the 
original data makes the no-reranking 


assumption comparatively harmless.'® 


What the assumption used here of no 
intra-group reranking means is best 
illustrated by the following example: 


16 Por 


dissertation, the writer believes that the no reranking 


additional reasons given in the writer's 


assumption Causes little damage to the overall results 
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The basic Wisconsin data show that 
one taxpayer who earned Jess than $500 
in 1929 earned $24,000 in 1930.47 This 
was the highest income earned by any- 
one in that 1929 income group (i¢., 
under $500) in 1930. In 1931, the 
highest income of anyone in this 1929 
income group was $30,000. The no- 
reranking intra-group assumption holds 
that the same taxpayer earned this highest 
income in both years, giving him an in- 
come of under $500 in 1929, $24,000 in 
1930, and $30,000 in 1931. The remain- 
ing income stream for this taxpayer, from 
1932 to 1935, was derived in the same 
manner. 


On the surface, it appears that this 
assumption tends to stablize income and 
would thus artificially lower the differ- 
entials between averaging and the annual 
tax system. An example will show that 
this does not necessarily follow. 


Assume the incomes of Taxpayers A 
and B to be $20,000 each in 1953. As- 
sume also that their 1954 incomes are 
$0 and $16,000 and their 1955 incomes 
are $0 and $18,000, but that it is not 
known which one made which amounts. 
Under the no-reranking assumption, one 
taxpayer is assumed to have earned 
$20,000 in 1953 and nothing in 1954 
and 1955, while the other is assumed 
to have earned $20,000, $16,000 and 
$18,000 in these years. The actual in- 
come series may have been different: one 
might have earned $20,000, $0, and 
$18,000 and the other might have earned 
$20,000, $16,000, and $0. Under three 
of the averaging systems used in this 
article (the five- and seven-year moving 
averages, and the “ moving average sets 
the effective tax rate”), the differentials 
between the taxes paid under the averag- 
ing systems and the taxes paid under the 
annual system, are greater if the income 
series generated by the no-reranking as- 
sumption are used, 


17 The numbers used in this example are hypo- 
thetical. 
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This example indicates that the no-re- 
ranking assumption does not always 
underestimate the differentials between 
averaging and annual tax systems. 

An important test of the effect of the 
no-reranking assumption is made possi- 
ble by a sample of more than one 
hundred taxpayers whose actual seven- 
year net taxable income streams are 
presented along with the grouped 
(tabular) Wisconsin data from which 
the basic income series were derived. 
Of this small sample, 42 taxpayers cor- 
respond exactly to the 42 taxpayers in 
the grouped data whose income was 
in the highest (more than $20,000) 
bracket in 1929. Tax computations 
similar to those applied to the full 
sample were repeated with these 42 
actual seven-year incomes. The figures, 
presented in the writer’s dissertation, in- 
dicate the very high degree of similarity 
between the results based on the as- 
sumption of no-reranking and _ those 
derived from the actual income streams 
of these 42 taxpayers. This is true for 
total taxes paid and benefits received 
under each of the averaging systems, the 
timing of the taxes over the seven-year 
period, and the number of taxpayers 
with different dollar tax savings or tax 
increments due to averaging. Since the 
highest 1929 “income class” being 
tested has some of the greatest income 
fluctuation of all of the 1929 income 
groups, the writer concluded that his 
total results were about 90 per cent ac- 
curate: in other words, if data better 
suited to this study were available, the 
results of the data used here would fall 
within a 10 per cent range of the more 
suitable data. 


Applicability of the Results to Current 
Tax Years 


The other facet of the methodological 
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problem is the applicability question: 
How useful are these results, gathered 
as they are from twenty-year-old data? 
The pertinent points to be considered 
in this connection are the effect of the 
doubling process used in deriving the 
income series and the possibility that it 
may be untenable to draw conclusions 
from the Wisconsin data because they 
are unique in some ways. 

The doubling of the Wisconsin in- 
come data to arrive at a net taxable 
income series for this study was an ad- 
justment designed to correct the data 
for the price inflation—income growth 
since the 1929-1935 period. If the 
original income data, and not some 
multiple, had been used, the differentials 
due to averaging would have been re- 
duced greatly: almost no income fluctua- 
tion would appear to have taken place 
above the lowest taxable bracket. Since 
price levels have approximately doubled 
since 1929, and income levels more than 
doubled, it was felt that simply dou- 
bling the original data was a conservative 
adjustment which would surely make 
the results more timely. Although an 
adjustment which applied different 
multiples to different income levels 
would probably have been more correct 
theoretically, there unfortunately are no 
data on how the incomes of identical 
individuals at different income levels 
have changed over the period. 

One test of the effectiveness of the 
doubling process is a comparison of the 
distribution of income of the adjusted 
(after doubling the original income 
figures) Wisconsin data and the 1950 
distribution of adjusted gross taxable 
Aside from the under-repre- 
sentation of lower income taxpayers in 
the Wisconsin data, which is discussed 


. 18 
income, 


IS Bureau of Internal Revenue, Sfatistics of In- 


come, 1950. 
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below, the distributions are very similar; 
therefore, the doubling process is be- 
lieved to have put the Wisconsin data 
into fairly up-to-date form. Another 
interesting similarity exists between the 
results of this study and the current tax 
system. The effective tax rate (i.e., in- 
come tax revenue divided by net tax- 
able income) '* computed for 1950, 24.6 
per cent, is the same as the seven-year 
effective tax rate found in this study 
for the annual tax system. 

Aside from methods peculiar to this 
study, is there anything about the Wis- 
consin data which makes them undesir- 
able from this study’s standpoint? One 
possible reason why the data might not 
be useful is that the sample of consecu- 
tive filers used is not representative of 
all taxpayers. The most significant 
non-representative features are that the 
consecutive filers’ income is probably 
more stable and higher than that of tax- 
payers generally, and also that there is 
an under-representation of lower in- 
come taxpayers. Thus, there is a tend- 
ency for the results to understate the 
effects of averaging under all averaging 
systems, particularly the carryover of 
unused exemptions, The resultant un- 
derestimates are perhaps not too serious 
in the extent that a future averaging 
system would discriminate in favor of 
consecutive filers. However, the effects 
of the carryover of unused exemptions 
are undoubtedly underestimated in the 
results of this study. Analysis, using 
other data, has convinced the writer that 
a three- or four-year carryover of un- 
used exemptions (forward and back- 
ward) would cause a much greater loss 
in annual income tax revenue than is 
indicated by the Wisconsin data.” 


19 Adjusted minus deductions 


exemptions. 


and 


gross income 


29 Steger, op. cit., Ch. VII. 
P 108 


Also, see below, 
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The uniqueness of the period, 1929- 
1935, must also be taken into considera- 
tion in appraising the applicability of 
the results. At a minimum, the results 
obtained from the Wisconsin sample are 
applicable to all periods of marked 
changes in national income. Further- 
more, they are applicable, probably, to 
periods of more normal economic activ- 
ity. The great fluctuation present in 
the 1929-1935 period which would 
tend to produce larger effects than 
would be expected in more normal 
periods of economic activity compen- 
sates, in some measure, for the other 
features of the data which lead to un- 
derestimating the effects of averaging. 
Also, to the extent that the Wisconsin 
data reflect more than merely cyclical 
fluctuations in income, the results of 
using the data are applicable to all 
periods. Many of the Wisconsin tax- 
payers, for example, had sharp rises in 
income during the period. These are 
fully present in the basic income series 
derived from the data. 


Methodology—Conclusions 


The data used have many imperfec- 
tions, but they are the best available 
from the standpoint of this study. The 
basic data reveal a good deal of fluctua- 
tion in the income of identical in- 
dividuals over the years. Methods used 
in this study to convert the basic data 
into a form amenable to the study’s 
purposes do not destroy or alter most of 
this fluctuation, although they do reduce 
it somewhat. The effect of this re- 
duction on the results is almost certainly 
to reduce the apparent effectiveness of 
certain averaging techniques (such as 
the simple and progressive averages) and 
to alter the others in some unknown 
way. However, a test of the results 
with a sample of actual year-to-year 
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income recipients indicates strongly that, 
notwithstanding the no-reranking as- 
sumption, the study’s results are highly 
similar to the results that would have 
been obtained had the no-reranking as- 
sumption not been needed (i.¢., that all 
the actual income series had been avail- 
able). 

The other conclusion obtained from 
analyzing methods is that the results of 
this study are reasonably applicable to 
current tax years. The doubling of in- 
come levels is responsible for this result, 
and the unique features of the Wiscon- 
sin data are not sufficient to controvert 
it. In fact, the unusual and non-repre- 
sentative features of the data tend to 
cancel one another. The uniqueness of 
the data, however, does cause under- 
statement of the effectiveness of the 
carryover of unused exemptions. 

The foregoing limitations should be 
kept in mind in appraising the detailed 
results which follow. 


Results of the Statistical Investigation 


The detailed statistical results of the 
study will be presented in five sections. 
These are: 1) Aggregative data; 2) 
Distribution of absolute differentials 
(benefits or deficiencies per taxpayer) ; 
3) Redistribution of income involved in 
averaging; 4) Cyclical flexibility of 
averaging; 5) Period of averaging. 
Each of these sections yields one of the 
summary points presented above. 


Results—Aggregate Data 


Table II presents data on: (1) total 
net taxable income (counting all zero 
and lower incomes as zero) after ex- 
emptions; (2) taxes as they would be 
paid under the annual tax system; and 
(3) taxes as they would be paid under 
the six averaging systems. . 

All tax systems yield the same total 
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taxes in 1929, but differences between 
the systems appear in the following 
year. Due to the assumptions used, 
taxes under the simple average do not 
deviate from the annual tax system 
until 1933, the first year that the simple 
average may be used. The five and 
seven year moving averages yield the 
same taxes for the firsc five years; after 
this the length of the averaging period 
causes a difference between them. 

It will be noted that four averaging 
systems give a cumulative tax saving 
over the period, while two cause total 
taxes to be higher than under the an- 
nual tax system. The absolute seven- 
year revenue differences between speci- 
fied averaging systems and the annual 
tax system are the following percentages 
of total taxes under the annual system: 
a negative sign indicates that the par- 
ticular averaging system yielded more 


taxes than the annual tax system. 
Carryover of unused exemptions .. 2.07% 
PE MOOD vac bvdconscevekareds 3.32 
Progressive average ........... 3.80 
Seven-year moving average -17.83 
Five-year moving average ..... . 15.75 
Moving average sets the effective tax 
ee SFr | aie ale EP Se eT ‘ 06 
Clearly, there are great differences 


between the different averaging systems. 
Under an income tax system yielding an 
average of $35 billion per year over a 
period of years, these percentage differ- 
ences, if applicable to current tax years, 
would cause average differentials (de- 
pending on the averaging system used) 
over the years ranging from a few 
million dollars loss in revenue yearly to 
gains of more than $6 billion yearly. 
Unfortunately, however, the results are 
not so directly applicable to the current 
tax years, particularly for certain of the 
averaging systems. 

The results found by using the simple 
and progressive average tax systems are 
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probably least affected by peculiarities 
of the data and method used. Unlike 
other averaging systems, these two 
averaging systems do not cause tax pay- 
ments to lag behind current income. 
This is true because the simple and pro- 
gressive averages do not directly alter 
the income base upon which the tax is 
imposed. The taxpayers and the gov- 
ernment stay reasonably “ caught up” 
with each other. 
and since this study’s results are in some 
ways under- and in other ways over- 
estimates of what the frue result of us- 
ing these averages would be, 4.0 per 
cent and 3.5 per cent seem reasonable 


Since this is the case, 


estimates for the average annual revenue 
loss of a seven-year progressive and five- 
year simple average, respectively. In 
dollars, the average 
losses in a period of sharply falling in- 
come would be approximately $1.4 
billion and $1.2 billion, respectively, for 


annual revenue 


a personal income tax system yielding 
$35 billion annually. 

The applicability of the results of the 
and the 
effective 


moving averages “ moving 
average the rate” 
averaging systems are affected much 
more by the peculiarities of the method 
used. Here, the fact that income change 


sets tax 


was generally downward during the 
studied is 
cause of the high yield of the five- 


period the overwhelming 


and seven-year averages. In times of 
income stability with a slowly rising in- 
come trend, the moving average tax 
systems would yield lower taxes than 
the annual tax system. However, 
though severely limited, the study’s re- 
sults concerning the moving average 
systems are useful in pointing out the 
following: 


(1) In periods of sharp, one-direc- 


tion income fluctuation, the yields of a 
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revenue loss yearly, over the long run, 
not the $725 million (i.e., 2.07 per cent 
times $35 billion) indicated by the re- 
sults of the Wisconsin data.”' 


Results—Distribution of Absolute Dif- 
ferentials (Benefits or Deficiencies) per 
Taxpayer 


moving average tax system could easily 
deviate by $5 to $6 billion from the 
yield of an annual tax system. 





(2) Of all the averaging systems 
tested here, the “ moving average sets 
the effective tax rate” averaging system 
probably would cause the least devia- 
tion in total taxes from an annual tax 
system. This system alters only the 


As important as the aggregative im- 
plications are, averaging techniques have 
TABLE II 


Tora, Nev Income ano Hyrornetica Tax PAYMENTS FOR WISCONSIN SAMPLE 1929-1935 


1929 1930 1931 1932 
ee Ut PEEP CUR CeTT eee $44,644,700 $39,202,800 $30,432,500 $ 21,563,100 
Annual Taxes ..... , re ee 11,388,220 9,804 025 7,317 S68 5,237 460 
Carryover of Unused Exemptions ... 11,388,220 9,705,770 7,157 652 4,900 634 
Simple Average ..... 11,358,220 9 804 025 7317 868 5,237 460 
Progressive Average .. - 11,388,220 9,279,771 6,942 592 4,856 457 
Moving Average Seven-year 11,388,220 10,330,483 9,204 208 8,113,766 
Moving Average Five-vear irae sae 11,388,220 10,330,483 9 204 208 8,113,766 
Moving Average Sets Effective Tax Rate . 11,388 220 9,652,330 7377 516 5,317,735 

TABLE II (conrinvuep) 

1933 1934 1935 Total* 
Annual Income ..... $19,081,300 $23,884,800 $27,165,200 $205,974,400 
Annual Taxes ....... - ‘ios 4,401 552 5,907,514 6,554,053 50,610,627 
Carryover of Unused Exemptions ... 1,145,106 5,788,265 6478 331 49,562 969 
Simple Average ..... 3,012,182 5,721,703 6,447 679 48,929 217 
Progressive Average . 4,099,832 5,727 5A5 6,396,106 48 687 969 
Moving Average Seven-year .............. 7,299, 591 7,051,573 6,960 208 60,348 043 
Moving Average Five-year Wikeese 7,299,591 6,423,210 5 823,702 58,583,180 
Moving Average Sets Effective Tax Rate .. 4.506 169 5,873,848 6,465 628 50,581,446 


* Totals subject to rounding discrepancies 


effective tax rate, not the income base, aroused interest primarily for their 





as does the moving average system. A 
reasonable estimate would appear to be 
that this averaging system would cause 
considerably less than a $100 million 
differential (either positive or negative) 
from the annual tax system. 

As indicated above, the results of this 
study for the carryover of unused ex- 
emptions system are undoubtedly too 
low. Estimates made from other data 
indicate that the annual tax loss from a 
three-year carryforward and carryback 
of unused exemptions would cause 
significantly more than a $1 billion 


differential effects among individual tax- 
payers. That different averaging tech- 
niques would produce diverse results in 
this respect is certainly not surprising. 
However, the extent of variation among 
the systems with respect to the distribu- 
tion of taxpayers receiving specified 
absolute differentials is an important 


21 Steger, op. cit., Ch. VIL. 
income 


Several samples of the 


fluctuations of identical individual 
period were analyzed to 
obtain some idea of the extent to which a carry- 
over of unused exemptions would be utilized. The 
results of this type of analysis were applied to ag- 
gregate 
annual Statistics of Income data 


wage 


earners over a of years 


data on unused exemptions gleaned from 
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result of the present study. 

Table LI presents data on the dollar 
differential per taxpayer caused by each 
averaging system. This table shows the 
frequency (absolute and percentage) of 
each seven-year absolute dollar differ- 
ential, per taxpayer, between the par- 
ticular averaging system and the annual 
tax system. Thus, for example, 1,466 
of the 13,190 taxpayers received be- 
tween a $2 addition and a $2 reduction 
in total taxes over the seven-year period 
under either the five- or seven-year mov- 
ing average compared to what they 
would have paid under the annual tax 
system.” 

Many interesting observations can be 
made concerning the results shown in 
Table III, even though the generality of 
the results is limited. Assume, for ex- 
ample, that there are 50,000,000 tax- 
payers currently filing returns to which 
the percentages of Table III apply. 

(1) Under all but the moving aver- 
age tax system, only one million people 
would be significantly (“ significantly ” 
defined crudely as a $500 seven-year 
difference between the tax paid under 
the averaging system and the tax that 
would have been due under the annual 
system) affected by the ability to 
average net taxable income.”* 

(2) At least 2,000,000 people and, 
considering the limitations of this study 
with regard to the carryover of unused 
exemptions, probably many more, 
would be affected by the ability to 
carry their unused exemptions either 


a , 
*2Since machine rounding errors of $1 or $2 


were possible under the computation process 
the table specifies as 


used, 
“-$2 to a $2 benefit per tax- 
payer" class, instead of merely a zero class. 


23 This figure was obtained as follows: the per 
centage of taxpayers receiving more than $500 tax 
benefits under the simple and progressive averages, 
approximately 2.0, was multiplied by 10,000,000, 


the assumed number of total taxpayers. 
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backwards or forwards, applying these 
unused exemptions against income that 
otherwise would be taxed in another 
year, 

(3) While total absolute differentials 
between the averaging and annual tax 
systems are greater for the simple and 
progressive averages than for the carry- 
over of unused exemptions, the cause is 
not that a greater percentage of the 
taxpaying population has fairly large 
per capita benefits under the simple and 
progressive averages than under the 
carryover of unused exemptions. Al- 
most three times as many taxpayers re- 
ceive more than $50 benefits under the 
carryover privilege than under the pro- 
gressive or simple average systems. 
However, the more than fifty taxpayers 
receiving more than $5,000 per tax- 
payer benefits under the progressive and 
simple average systems raise total bene- 
fits under these systems to more than 
the total benefits of the carryover 
privilege. Considering the under-repre- 
sentation in the Wisconsin sample of 
taxpayers who might receive carryover 
of unused exemptions benefits, it can be 
said that the taxpayers who would 
benefit somewhat (say, over $50 per 
averaging period) from the carryover 
of unused exemptions privilege would 
be at least three times as numerous as 
the number benefiting by the same 
amount from all other averages (ex- 
cept, perhaps, the moving average). 

(4) Under the 


moving average 


system, the number of taxpayers who 
would have significant differentials due 


to averaging would be very high, 
particularly during averaging periods 
where 


one-directional income 


swings were in progress. 


severe 
Perhaps more 
than 40 million taxpayers would pay a 
significantly different tax under aver- 
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aging as compared to an annual system 
during such periods. 

These results have implications both 
for a decision on whether or not to in- 
troduce any averaging system at all, 
and the selection of the particular 
averaging systems to be used, if any. 
Certainly, the fact that only a small 
minority of taxpayers is affected to any 
degree by the lack of an averaging 
technique mitigates the urgency of re- 
form in this area. While theoretically 


it might be desirable to correct an in- 
equity in the tax law, if one existed in 


this area,” practicality would demand 
that large inequities be corrected before 
small ones. The fact that substantially 
more people are affected by their in- 
ability to carry over unused exemptions 
than the inability to average always 
positive but fluctuating net taxable in- 
come suggests the following: were it 
proved on economic grounds that the 
carryover was at least as beneficial a 
tax device as other averaging techniques, 
then it should be considered more im- 
portant to introduce the carryover into 
the tax system than one of the other 
techniques. 

The large number of 
affected by a moving average system, 
however, is not an argument favoring 
its adoption; in fact, it is very damag- 
ing evidence against the moving aver- 


taxpayers 


ages. The number of taxpayers affected 
by the moving average greatly exceeds 
those whose taxable incomes fluctuate 
among several tax brackets. The fact 
that taxpayers who are always in the 
lowest taxable bracket 
would ever have to pay a substantial in- 
crease in taxes over what they would 
pay under the annual system means that 


net income 


e4N - 0 
24 No judgment concerning the “ equity ” of the 


averaging proposal is expressed in this paper. 
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the elementary moving average cannot 
be considered an efficient way to solve 
the averaging problem. 


Results—Redistribution of Income In- 
volved in Averaging 

One of the effects, intentional or not, 
of an averaging device is that it will 
affect the distribution of income. This 
study indicates the possible magnitude 
of this particular effect of averaging. 

In order to study the changes in tax 
burden resulting from different averag- 
ing systems, the proportion of total 
seven-year taxes paid by specified aver- 
age income classes is presented in Table 
IV for the annual and the averaging 
systems,”” 

Table IV indicates that the carry- 
over of unused exemptions shifts the 
burden from the very lowest to all 
other income groups; furthermore, in 
the case of the carryover of unused ex- 
emptions, the percentage increase in the 
$2000-$4000 bracket is less than the 
percentage increase of any other bracket, 
except the $14,000-$20,000 bracket. 
The simple and progressive average 
systems shift the tax burden to the 
lower and highest income classes from 
the middle, upper-middle, and lower- 
upper classes. The moving 
averages take some tax burden off the 
highest income recipients and transfer 
it to the lowest income group. The 
“ moving average sets the effective tax 
rate’ system is generally slightly less 
progressive than the annual tax system. 

If the averaging systems are ranked 
according to other _ possible 
measures of progression, such as “ effec- 
tive rate”, “‘ marginal rate”, or “ posi- 
tion progression” methods, the rank- 


income 


several 


“5In a table not included in this article for lack 
benefits (or “ de- 
ficiencies ") of each averaging system are arranged 


of space, the amounts of tax 


by the seven-year average income of the taxpayer. 
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ings of the averaging tax systems show 
that the annual tax system with the 
carryover of unused exemptions is most 
progressive; the annual tax system with 
no averaging is next; the 

sets the effective tax rate” 
system is third; the simple and progres- 
sive averages are fourth; and the mov- 


“ moving 
average 


ing average systems are the most re- 
gressive.”” 
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averages would reduce it by about 5 
per cent, and the “ moving average sets 
the effective tax rate ” system would 
reduce it by about | per cent. During 
a period of severe income decline, the 
moving averages would decrease it by 
about 20 per cent. 

The results indicate that averaging 
would have a small but perceptible 
effect upon income distribution. Fur- 


TABLE IV 
Provontion or Toran Taxes Paw py Spreciriep Averace INCOME CLASSES, 
BY AVERAGING SYSTEMS 


Average 
Income 
Seven 
Year 


(Thousands) 


Carryove 
of Unused 
Exemptions 


Annual 
System 


20.2% 
26.2 
11.7 


$ 62 
24 
14 
68 
&-10 
10-14 
14-20 
20-26 
26-38 
38-50 
50-70 
70-00 

150-200 


2 
2 
] 


] 
i) 
1 
5 
3 
4 
5 
2 
4 


Swoukwuw 
a 


meh 

Dee Dosw ww rows 
a to 
wma Ss 


_ A 


100.0* 100.0 


Simple 
Average 


90 
100.0 


Mov ing 
Average 
Sets 
Effective 
Tax Rate 


Moving 
Average 
Five 


Year 


Moving 
Average 
Seven 


Year 


Progres- 
sive 
Average 


24.9% 21.7% 
27 245 25.8 
109 11.0 115 
55 56 58 
3.2 3.2 33 
40 4 43 
6.2 6 5.2 
28 23 28 
18 4 4.2 
6 6 
2.1 2.1 2.1 
39 39 0 


64 68 85 


2A 


—tnr 


BN eS Sore Sh 


ce) 
—Soudinuivsri dvs 


100.0 100.0 100.0 100.0 


*Totale may not add to 100% because of rounding errors 


In a rough way Table IV indicates 
that the carryover of unused exemptions 
increases the present effectiveness of the 
current federal income tax system in 
redistributing income by about 6 per 
cent.” The simple and progressive 

26 See R. A. Musgrave and Tun Thin, “ Income 
Tax Progression”, Journal of Political Economy, v. 
56 (1948) p. 498-514; R. 


Progression: the Income Tax”, American Economic 
Review, v. 44 (1954) p. 623-5. 


Lindholm, “ Degree of 


27 The method used here is to compare the areas 
between the 45 
line before and after the introduction of the particu- 


the post-tax Lorenz curve and 
lar averaging system. 

That is, the tendency of the federal income tax to 
make the Lorenz distribution curve approach the 
line of full equality would be increased by about 6%. 


See Smelker, op. cit., p. 219. 


thermore, the differences between the 
averaging techniques in this regard are 
sizable and should enter the 
choice of averaging technique (or tech- 
niques), were one found desirable. 


into 


Results—Cyclical Flexibility of Aver- 
aging 

One of the interesting consequences 
of income tax progression is the resultant 
countercyclical flexibility built into the 
economic system. The effect of aver- 
aging on this built-in flexibility should 
play an important role in deciding 
whether or not to introduce an aver- 
aging system. 
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Table V presents the income elasticity 
of tax yield (i.e., the relative change in 
tax yield divided by the relative change 
in income) of the annual tax system 
and each of the averaging systems.”* 
The income elasticity of tax yield is‘a 
useful figure in evaluating the counter- 
cyclical properties of a particular tax 
system. 
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respond” to the change in income 
much as the annual income tax does. 
The carryover of unused exemptions 
and the progressive average have higher 
income elasticities than the annual tax 
system in every year but one; in 1933 
the annual tax system's elasticity ex- 


ceeds that of the progressive average. 
The progressive average responds to a 


TABLE V 


Income Exasticiry or Tax Yretps UNper AVERAGING Systems 


Averaging System 1930 
Annual tax 

Carryover of unused exemptions . 
Progressive average 

Moving average seven year 
Moving average five year + 
Moving average sets effective rate .. 


1.54 
162 
2.06 
1.03 
1.03 
1.69 


1931 


l 
l 
] 


| 


*The direction of change in income and tax 


One crude measure of the rank of 
tax systems with respect to the cyclical 
flexibility of tax yields, an average of 
their income elasticities in six years, is 
presented in the last column of Table 
V. A six-year unweighted average of 
income elasticities can be criticized as a 
measure of the cyclical flexibility of 
averaging, since some years (such as 
1930) are not given the disproportion- 
ate weight they may deserve. Con- 
sidered with the annual elasticity figures, 
however, they are helpful in compar- 
ing the amount of built-in flexibility of 
the several tax systems. 

Only the moving averages have 
basically different income elasticities of 
tax yield from the annual tax system. 


The other averaging systems “ over- 


“5 Before-exemption aggregate not 


Table HI, is used here. 


income, pre 
sented in 
The 


because the method of its application here (bunch 


simple average is omitted from this table 


ing all its benefits into the last three years) increases 
five (19335), 


However, 


its income elasticity in year for ex- 


ample, to more than seven. in most 


periods, the income clasticity of the simple average 


would approximate that of the progressive average. 


JA 


49 


3S 


1932 1933 1934 Average 


19 1.70 


1.90 


2.80 1.99 
2.80 2.30 
2.17 231 
1.75 20* 
1.75 70 
2.68 77 


1.80 
1.92 
1.86 
63 
40 


1.72 


64 
O41 


are different. 


drop in income faster than any other 
tax system, but the under-representation 
of lower taxpayers has 
doubtedly led to a lower income elastic- 
ity of change in the carryover of un- 
used exemptions than would be found 
in more representative data. 


income un- 


The differences between the average 
income elasticities of all but the moving 
average tax systems are very small. If 
they are good indicators of the true in- 
come elasticities of these different aver- 
aging systems, averaging would not ap- 
pear to add a great deal to the ability of 
the to 
cushion income declines. However, if 


present income tax system 
the carryover of unused exemptions re- 
distributes income to the extent shown 
in a previous section, that system could 
increase the present compensatory effec- 
tiveness of the income tax by more than 
10 per cent. other the 
fraction of aggregate income decline 
averted by built-in flexibility might be 
increased from about 65 per cent to 


In words, 
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about 75 per cent.” 

The ranking of all six systems by 
their countercyclical effectiveness, sug- 
gested by the last column in Table V, 
is corroborated fully by two other tests 
applied to the data: the ratio of the in- 
come tax yield in prosperity to that in 
depression, and the correlation of the 
tax yields of each system with aggregate 
income.” When the resulting changes 
in income distribution from averaging 
are taken into consideration (described 
above), the rankings shown in Table V 
are strengthened as between the carry- 
over of unused exemptions and the 
other systems. However, the slight 
superiority of the progressive average as 
compared to the annual tax system 
could conceivably vanish; benefits un- 
der the progressive average accrue to 
with higher 


people savings-income 


ratios. 
Results—Period of Averaging 

The study of Wisconsin taxpayers 
provides a basis for comparing the use 
of a five- or seven-year period in two 
averaging systems—the moving average 
and the simple average. 

The difference in tax yields between 
a five-year and a seven-year averaging 
period under the simple average can be 
found by using the 


R. A. and M. H. 


American 


20 T hese 
formula found in 
Miller, “ Built-in 
Review, v. 38 (1948) 
sertation, p. 456-7. 


percentages were 
Musgrave, 
Flexibility "’, 


p- 122-8. See 


Economic 


writer's dis- 


480 These are demonstrated in the writer's disserta- 


tion, op. cit., Ch. XIL 
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seen by comparing the results of the 
simple and progressive averages (Table 
Il). The total benefits to taxpayers of 
a seven-year averaging period, simple 
average will equal the total benefits of a 
seven-year averaging period, progressive 
average system.*' The total revenue 
difference between the simple and pro- 
gressive average is 14.3 per cent of the 
total benefits of the five-year simple 
average over the seven-year period. 

The difference between the five- and 
seven-year moving averages, 22.1 per 
cent of the net difference under the 
five-year moving average, is significantly 
larger than the difference between the 
five- and seven-year simple averages. 
This is understandable for a period of 
such severe income decline. 

There is no way of knowing exactly 
what percentage of the differences be- 
tween the five- and seven-year period 
would be resolved in future averaging 
periods for the two five-year averaging 
systems, the moving and simple aver- 
ages. There is a high probability that 
much of the revenue difference between 
the results of using a five- and a seven- 
year averaging period would disappear; 
however, where there is a large degree 
of income fluctuation from one tax 
bracket to another, such as in the 
middle income brackets, a five-year 
simple average as opposed to a longer 
one might significantly reduce the total 
differentials under averaging. 

31 This is true if averaging were compulsory and 


taxpayers, under the simple average, could only 


average at the end of the seventh year. 
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How Can Ristnc Scuoot Nereps Be FINAncED / 


ROGER A, FREEMAN * 


OME students of school finance ques- 

tion whether the fiscal powers of 
state and local governments are adequate 
to provide the schools with the greater 
funds they will need in the years ahead. 
They recognize that states and com- 
munities have been boosting their taxes 
and contributions to school systems at 
a rapid pace. But they wonder how 
long these governments, in the face of 
widespread resistance to further raises 
in the tax burden, can continue in- 
creasing taxes and indebtedness sufh- 
ciently to meet the expanding financial 
needs of the schools. 

It is little known that over the past 
20 years to 25 years state and local 
taxes have risen less than the national 
income. They averaged 11.3 per cent 
of the national income in the 1930's, 
ecualled only 7.3 per cent in 1954. 
During the same period the federal tax 


of Mr. 
Freeman’s study dealing with the financing of school 
requirements. Part I, “ Rising School Needs,” ap- 
peared in the March issue. 

Part I, page 4 contained an error which should be 
The figure on line 14 should read 1095%. 


Editor’s note: This is the second part 


corrected. 


* The author is assistant to the Governor of the 
State of Washington. In 1954-55 he served as Direc 
tor of research for the Education Committee of the 
& & Intergovernmental Relations 
(Kestnbaum 1955 as 
sultant on school finance to the Committee for the 
White (McElroy 
Co.amittee). Opinions expressed are those of the 


author and do not necessarily reflect the views of any 


Commission on 


Commission), later in con- 


House Conference on Education 


of the ofhces with which he is or was connected 


burden rose from an average of 6.8 
per cent in the 1930's to 20.6 per cent 
in 1954. The increase in federal tax- 
ation was, of course, primarily needed 
to finance national defense. In any 
case, though, it restricted the ability 
and restrained the willingness of state 
and local governments to raise taxes and 
expand their public services (see page 
4, Part I). 

It has been suggested that this trend 
of centralizing fiscal responsibility be 
reversed by having the federal govern- 
ment turn certain taxes the 
states. More recently interest seems to 
have shifted to the idea that a reduction 
in the over-all federal tax burden would 
enable states to use their own taxing 
powers more extensively, In 1955, fol- 
l.wing a major federal tax cut, the 
states enacted the most substantial tax 
increases in many years. 

Whether state and local governments 
will be able to boost their tax collections 
at a faster pace than the national in- 
come grows in the years immediately 
ahead depends on factors which cannot 
now be determined. Raising taxes is 
the least popular and sought-after of 
all public duties. State and local off- 
cials are not likely to show much eager- 
ness for it, if they can find a method of 
avoiding it. It is unlikely that state 
and local taxes can be raised substan- 
tially if the federal government con- 


over to 
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tinues to display a willingness to assume 
increasing financial commitments in 
areas of state and local responsibility. 
School building construction tradi- 
tionally has been financed largely 
through long-term bond issues. There 
has been concern in some circles about 
the rise in state and local indebtedness 
from a low of $15.9 billion in 1946 to a 
new high of $43.2 billion in 1955. 
Closer analysis, however, does not 
indicate that state and local debts are 
becoming overly burdensome.  Inter- 
est payments required between 7 per 
cent and 10 per cent of all state and 
local expenditures between 1900 and 
1940; they now take only 2'% per cent. 
Interest payments of state governments 
equalled 4.4 per cent of all general ex- 
penditures in 1940; in 1954 they 
amounted to only 1.2 per cent.’ Inter- 
est payments of public schools took 5.8 


per cent of their revenue receipts in 
1940; they required only 2.0 per cent 
in 1954,” 


State and local indebtedness was 
about twice the size of the annual 
revenues of those governments in the 
1920’s and 1930’s; in 1955 it exceeded 
annual revenues by less than 20 per cent. 

State and local debt equalled between 
18 per cent and 20 per cent of the 
national income in the 1920’s, and up 
to 40 per cent in the 1930's; it now 
barely exceeds 13 per cent of the na- 
tional income, 

These figures point to the conclusion 
that state and local governments can 
further increase their taxes and bonded 

1 Derived from U. S$. Bureau of the Census: His 


torical Statistics of the United States and Summary 
of Governmental Finances in 1954. 


2 Derived from U. S. Office of Education: Statistics 
of State School Systems 1951-52 and Preliminary 
Statistics of State School Systems 1953-54. 
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indebtedness—if they can convince their 
constituents of the necessity of so doing. 


Local School Support 


Between 1900 and 1930 public schools 
derived, on the average, from 80 per 
cent to 85 per cent of their revenues 
from local sources. During the de- 
pression years state governments came 
to the aid of the schools and the local 
share gradually decreased; by 1953-54 
it was down to 56 per cent. The pat- 
tern of school support varies greatly 
among states, with local contributions 
ranging from 13 per cent in Delaware 
to 90 per cent in Nebraska. Ninety- 
seven per cent of all local school income 
is derived from property taxes.” 

Property taxes. The financial diffi- 
culties of the schools often are blamed 
on their great reliance on property taxes. 
The property tax, it is being asserted, 
has become too heavy and has reached 
a limit which cannot be exceeded. It is 
true that property taxes are relatively 
high in some states and in some com- 
munities. Some taxpayers pay unduly 
high property taxes, largely because of 
inequities which characterize the ad- 
ministration of the property tax. 

But, as Mabel Newcomer has effec- 
tively shown,* over-all property taxes 
have risen less than other economic in- 
dexes. They averaged 5 per cent of 
the national income earlier in the 
twentieth century, reached 12 per cent 
in the 1930's, and have equalled about 
3 per cent of the national income in re- 


3 U. S. Office of Education: Public School Finance 
Programs of the United States, 1955. 


4 Mabel Newcomer: “ The Decline of the General 
Property Tax,” National Tax Journal (March, 1953); 
and “The Growth of Property Tax Exemptions,” 
National Tax Journal (June, 1953). See also: Roger 
A. Freeman: “ What Ails Property Tax?,” National 
Municipal Review (November, 1955). 
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cent years. Other taxes, during the 
same period, jumped from § per cent to 
25 per cent of the national income. 

The deterioration of the property tax 
was caused by several factors. As a 
local impost, the property tax is under 
more direct control of the taxpayers 
than other levies. It is the only tax on 
which they can vent their wrath at the 
size of the over-all tax burden. The 
real culprit, federal taxes, seems beyond 
the influential power of the local citizen. 
Local officials, always eager to avoid 
personal responsibility for higher taxes, 
find the pastures of state and federal aid 
greener, and direct pressure for greater 
funds toward these legislative bodies 
rather than at their own constituents. 
A keen observer of the scene remarked: 
“The taxes that somebody else levies 
and which you spend are, of course, the 
most desirable kind.” ° 

That property is an inadequate meas- 
ure of taxpaying ability in a modern 
economy can hardly be questioned. The 
persuasiveness of this argument helped 
reduce the share of ad valorem taxes 
from more than half of all tax collec- 
tions some 20 years or 25 years ago to 
11 per cent in recent years. Few would 
contend that the ownership of property 
should have no bearing on the allo- 
cation of the cost of public services. 
But could it be argued that 11 per cent 
is too high a share? Since property has 
been relieved from having to support 
many other governmental services, it 
can well continue to bear a large part 
of the school costs. State governments 
all but withdrew from the field and the 
schools’ share of the property tax pro- 
ceeds has grown from 25 per cent in the 
1920’s to 4§ per cent in recent years. 


5 National Tax Association: Proceedings of the 
45th Annual Conference on Taxation, p. 335 (remark 


by Charles F. Conlon). 
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It is an interesting phenomenon that 


as a rule the public school systems which 
depend most heavily on property taxes 
and receive the smallest share of their in- 
come from state sources have the highest 
expenditures per pupil in average daily 
attendance and the least need for addi- 
tional funds; conversely, the public school 
systems which depend most heavily on 
state support and receive the smallest 
share of their income from local taxes 
generally have the lowest expenditures 
per pupil in average daily attendance, and 
need the greatest increase in school funds 
to bring their education to a desirable 
level.® 


State aid, unfortunately, often has 
served more to lighten the burden of 
local taxation and to relieve local officials 
of an onerous duty than to support the 
schools. The growth of state aid has 
tended to weaken local responsibility 
which in turn has led to a deterio- 
ration of the property tax. An inter- 
esting corollary to this experience is the 
fact that in the past 16 years non- 
public schools which depend entirely on 
voluntary support have been able to 
expand three times faster than tax- 
supported public schools (see Table 
4, Part I). 

Exemptions—for homesteads, veter- 
ans, new industries—and the practice 
of assessing property at fractions of cur- 
rent value have played havoc with the 
local tax base. To make matters worse, 
state school-aid provisions sometimes 
encourage under-assessment by placing 
a penalty on increases in assessed values. 
The ill effect of these malpractices is 
aggravated by constitutional or statu- 
tory restrictions on the taxing and 


5 Commission on Intergovernmental Relations: A 
Study Committee Report on Federal Responsibility 
in the Field of Education, p. 69. See also: Roger A. 
Freeman: “ State Aid and the Support of Our Public 
Schools,” State Government (October, 1955). 
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bonding powers of local communities. 
Those limitations which were imposed 
in times when the demands on schools 
and other public services were much 
smaller than they are today, usually are 
difficult to adjust. A method which the 
state of New York adopted in 1952, of 
basing tax and bond limitations not on 
locally assessed values but on values ad- 
justed to 100 per cent of market price, 
offers an avenue of correcting some glar- 
ing inequities without having to force 
local assessors to raise values. It cannot 
be stressed enough that improvements 
in local school support depend on the 
extent to which outdated legal shackles 
on local property taxation can be eased. 

District reorganization. It appears 
likely that within a few years, superior 
governments will supply more than half 
the school revenues. If continued much 
longer, this trend of shifting school 
support upward will inevitably lead to 
a gradual end of local school control. 

District reorganization could greatly 
aid local fiscal ability. The fragmenta- 
tion of the school system into 60,000 
districts raises costs out of proportion 
in some of the smaller schools and de- 
prives many units of the necessary tax 
base, 

One authority found: 


The large majority of local school dis- 
tricts in the United States are ineffectively 
and inadequately organized in terms of 
the need in a modern program of educa- 
tion and the efficient expenditure of school 
funds. . . . The per capita cost of edu- 
cation and the quality of the educational 
programs are generally considered unsatis- 
factory in elementary school attendance 
units having fewer than 175 to 200 pupils 
and in high school attendance units hav- 
ing fewer than 250 to 300 pupils, except 
as the cost is greatly increased.’ 


TR. L, Johns and E. L. Morphet (eds.), Problems 
and Issues in Public (New York: 
Teachers College, Columbia University, 1952), p. 103. 
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In 1952, 78 per cent of all school dis- 
tricts in the United States had fewer 
than 150 pupils, 85 per cent fewer than 
300.° 

The number of school districts has 
been cut in half over the past 25 years. 
But in 1954 there were still 13 states 
with more than 2,000 districts each.” 
More rapid consolidation into larger dis- 
tricts with a broader tax base would 
materially contribute to a better equali- 
zation of needs and resources among 
school units. 


State School Aid 


State governments distribute about 
$3 billion annually in school aid by a 
wide variety of complicated formulas; 
no two of them are alike. The concept 
of the “ foundation” plan by which 
the state underwrites the support of a 
minimum school program in all districts 
supplemented by a required local con- 
tribution has become more widely ac- 
cepted in recent years. Political com- 
promises, however, have reduced the 
effectiveness of the foundation program. 
State legislatures have found it necessary 
—as Congress usually does—to win the 
support of representatives from the 
wealthier areas by boosting benefits to 
their constituents. Less than half of all 
state aid is being used to equalize or 
narrow the wide discrepancies between 
need and fiscal resources of local school 
units. More than half still is being 
distributed on a “ flat’ basis, a certain 
amount per pupil or per classroom unit, 
to all communities, rich and poor alike."” 
This leaves variations in expenditure 

8 U. §. Bureau of the Census: Governments in the 
United States in 1952. 

9U. §. Bureau of the Census: School Districts in 
the United States in 1954. 

10 U. §. Office of Education: Public School Finance 
Programs of the United States, 1955, p. 30. 
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levels among school units unjustifiedly 
large. These differences often are 
greater among communities within 
states than among the states. 

As mentioned earlier there is no in- 
dication that the states have exhausted 
their fiscal capacity. Taxes can be 
raised if the electorate and its represen- 
tatives can be convinced of the neces- 
sity of expanding essential public ex- 
penditures. The most difficult question 
at legislative session time often is not 
so much whether or not to raise taxes 
but which particular tax ought to be 
newly levied or increased. Though 
economic arguments are being used, 
decisions more commonly are based on 
considerations of political responsibility 
than on economic effect. 

In 1954, the states derived 59 per cent 
of their tax revenues from sales and ex- 
cise taxes, 16 per cent from income 
taxes. The popularity of state income 
taxes suffered somewhat during the war 
when federal income tax rates reached 
new heights.'' No state has enacted 
a net income tax since 1937, but nine 
states have adopted general sales taxes 
within the past decade. 

The federal government now derives 
81 per cent of its revenues from income 
taxes; as distinguished from foreign na- 
tions, it does not levy retail sales or 
general excise taxes. All governments 
in the United States together derive 63 
per cent of their tax revenues from in- 
come taxes and 26 per cent from excise 
taxes. From all indications it appears, 
then, that state governments are more 
likely to rely on consumption taxes than 
on income taxes for the greater funds 
they will need in the years ahead. This 
prospect Causes some economic groups 
to favor increased reliance on federal 
taxation. 


11 Although high federal income tax rates reduce 
the net burden of state income taxes. 
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Almost all states now contribute 
materially to current school support. 
In the area of school construction, how- 
ever, the concept of exclusive local re- 
sponsibility still survives in many states. 
About half the states are aiding school 
construction, but only one-fourth of 
them do so to any great degree. This re- 
luctance of state governments to parti- 
cipate in the financing of school build- 
ings is largely responsible for some of 
the appalling school housing conditions 
which can be found in many parts of 
the nation. 

Few states have extended their credit 
to aid school construction. In 1954 
all 48 state governments together had 
outstanding only $866 million in bonds 
incurred for school purposes.'* Seven 
states accounted for 93 per cent of the 
national total.’* The other 41 states 
together had outstanding only $51 mil- 
lion in debt for school purposes.’* At 
the same time state governments had 
invested $9 billion of their long-range 
funds in federal securities.’ Part of 
these funds could probably be invested 
in local school buildings—just as insur- 
ance companies and private pension sys- 
tems invest in real estate developments 
and in mortgages. Only a few states 
are doing this, or are assisting their 
school districts in marketing bond issues. 

Constitutional debt limits can be 
raised, as was done by several states in 
recent years. Or they can be circum- 
vented by the creation of school build- 
ing authorities. A leading law firm 
testified in May 1955 before the House 


12 This total includes higher education and public 
schools. U. S. Bureau of the Census: Compendium 


of State Government Finances in 1954. 


13 California, Georgia, Maryland, North Carolina, 
Pennsylvania, South Carolina and Washington. 


14 This total was usually for colleges and univer- 
sities. It may be worth noting that one-third of all 
states had no general obligation debt outstanding in 


1954 
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Education and Labor Committee after 
a study of relevant state constitutional 
provision and court decisions: 


The decisions indicate that state school- 
building agencies could be established for 
this purpose without constitutional amend- 
ments in all of the states and would be 
legally valid in every state. We know 
of no decision in any state which would 
make unconstitutional or impracticable 
the financing of schools through such 
agencies.'® 


A leader in the public school movement 
indicated the possibilities: 


Proponents of the authority idea point 
out that the establishment of an author- 
ity in each state would enable thousands 
of schools to be built as needed where 
otherwise they might not be constructed 
for years.’® 


‘Despite much agitation state school 
building authorities are now operating 
only in Pennsylvania and in Georgia.’ 


Public school forces generally are op- 


posed to this method. Under the 
authority method school districts are 
expected to repay all or part of the cost; 
school groups are only interested in out- 
right grants.'* 


The Issue of Federal Aid 


Since 1872 several hundred bills have 
been before Congress proposing to au- 
thorize the expenditure of federal funds 
in aid of school operations or construc- 
tion. Few public issues have been more 


15 Federal Aid to School Construction, Hearings 
Before the Committee on Education and Labor, House 
ot Representatives, 84th Cong., Ist sess., p. 590. 


16 Roy I 
Se hool 
1955. 


Larsen: “What Is Being Done About the 


Building Crisis?” State Government, May, 


17 They also have been authorized in Indiana and 
Maine. 


18 The superintendent of one of the largest city 
school systems put it bluntly: “If somebody offers 
to give you $10 or lend you $10, which would you 
take?" Wall Street Journal, February 8, 1955. 
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intensely discussed for over three quar- 
ters of a century; few are more con- 
troversial, 

The case for federal school aid tra- 
ditionally has been based on the wide 
Variations among states in economic 
resources. Findings that “ the states’ 
could boost taxes or issue bonds take no 
notice of differences in the extent of 
needs and fiscal capacity and may not 
necessarily apply to all states. It seems 
reasonable that the residents of eco- 
nomically poorer areas should not be 
expected to tax themselves at exorbitant 
rates to provide educational opportuni- 
ties for their children, and that they 
may be entitled to aid from their fellow 
citizens in more fortunate states. 


’ 


President Eisenhower has repeatedly 
expressed his conviction that low-income 
states should receive aid for school pur- 
poses from the federal government. As 
President of Columbia University he 
wrote on June 7, 1949: 


I am well aware that there are certain 
sections of this country where the tax 
revenue potential of each will not provide 
for all of the children in that area that 
level of education deemed generally re- 
quired in discharging the duties of an en- 
lightened electorate. In such areas I 
would heartily support Federal aid... . I 
would flatly oppose any grant by the 
Federal Government to all states in the 
Union for educational purposes. .. .'® 


As a candidate for the Presidency, 
Mr. Eisenhower said on October 9, 1952: 


In this critical problem of adequate 
education, we must now undertake to help 
needy states to build schools. Such help 
should be extended only where a state is 
doing its utmost but, because of inade- 
quate resources or a special burdens, is 
unable to do the job on its own. 


19 gist Cong., Ist sess. Congressional Record, (June 
14, 1949). 
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In his address to Congress on Febru- 
ary 2, 1953, the President said: 


I am sure you share my conviction that 
the firm conditions of federal aid must be 
proved need and proved lack of local 
income. 


In his State of the Union Message on 
January 7, 1954, the President said: 


The Federal Government should stand 
ready to assist states which demonstrably 
cannot provide sufficient school buildings. 


Only one of the many bills propos- 
ing school aid to low-income states ever 
was seriously considered by Congress: 
the famous Taft Bill, S 472, 80th Con- 
gress. But when this bill emerged from 
committee it had appended to it a flat 
grant to all states. Experiences with 


school aid bills in the 80th and 81st 
Congress convinced many that legisla- 
tion benefiting only the needy states 


would have little if any chance of en- 
actment. Several equalization type bills 
were developed which distributed fed- 
eral funds to all states but allocated 
relatively greater amounts to low-in- 
come states. More recently the senti- 
ment in Congress seemed to shift to- 
ward flat-grant type bills. The reasons 
were well expressed at Senate hearings 
in January, 1955: 


It is quite obvious to me that we cannot, 
in the House especially, pass a bill that is 
going to give an allotment to children 
of certain states of $22.14 and then come 
down to some of our high-paying revenue 
states and have a remuneration of child 
allotment that goes as low as $7.23 per 
pupil. I think all of us recognize that 
the needs are different in all of the states, 
-but at the same time you cannot ask 
members of Congress to come down here 
and vote for some type of a formula 
whereby their states and their districts 
are going to pay the bill for other states 
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I believe that charity be- 


to benefit by. 
gins at home... . 


Many supporters of federal school 
aid to low-income states recognized 
political realities and shifted their sup- 
port to legislation providing aid to all 
states. Others deemed the price too 
high. Remembering the experience with 
the Taft Bill, they became opposed to 
all federal school aid. 

They were also influenced by eco- 
nomic and fiscal developments which 
seemed to weaken the case for federal 
school aid. The Education Committee 
of the Commission on Intergovern- 
mental Relations found in 1954: 


Dramatic changes have taken place in 
the social and economic picture of the 
nation in the last two decades which have 
an important bearing on the financing of 
the schools. To name just a few of the 
more spectacular developments: The eco- 
nomic level of the less wealthy sections 
of the country has been drastically lifted; 
the spread in per capita income between 
the wealthiest and the least wealthy state 
has shrunk to almost half (from a ratio 
of 1:5.24 to 1:2.76); the federal share 
of all tax collections has grown from less 
than one-fourth to than three- 
fourths; the national debt which then 
totalled less than the state and local debts 
now amounts to more than eight times 


21 


more 


state and local indebtedness. .. . 


The Committee reported these facts: 

Between 1940 and 1953, the per 
capita income in the 12 top income 
states rose 37 per cent in dollars of 
constant value; in the 12 lowest income 
states it increased 96 per cent; two- 
thirds of the increase in school-age 
children between 1940 and 1952 was 
concentrated in the 12 top per capita 
income states; the birthrate rose almost 

20 Emergency Federal Aid for School Construction, 


Hearings before the Committee on Labor and Public 
Welfare, U. S. Senate, 84th Cong., 1 sess., p. 202. 


21 Committee Report, p. 47. 
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three times faster in the high-income 
states than in the low-income states; 
between 1938 and 1954 teachers’ salaries 
rose 28 per cent in dollars of constant 
value in the 12 top states, 101 per cent 
in the lowest states. 

The Committee found that citizens 
of low-income states spend a slightly 
higher percentage of their income for 
education, but that the total state and 
local tax burden differs little between 
high-income and states. 
Moreover, the federal government helps 
to narrow economic disparities among 
states through the use of a progressive 
tax system—which takes relatively less 
money out of low-income states—and 
by its grant-in-aid programs for wel- 
fare and other purposes which allocate 
larger per capita amounts to low-income 
states. 

The Committee concluded: 


low-income 


Research does not sustain the conten- 
tion that 
support the elementary and secondary 


federal funds are essential to 


school system. 
It summarized: 


The general conclusion is that federal 
aid is not necessary either for current 
operating expenses for public schools or 
for capital expenditures for new school 
facilities. Local communities and states 
are able to supply both in accordance 
with the will of their residents.** 


This report was completed late in 
1954 but not released until June, 1955. 
Meanwhile the Administration proposed 
a federal school construction aid pro- 
gram (S 968 and HR 3770, 84th Con- 
gress) which tended to encourage the 
creation of state school building au- 
thorities, provided modest federal grants 
and in general aimed to assist economi- 
cally poorer areas. The plan was 


22 Committee report, pp. 94 and 97 
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coolly received by public school groups 
and the bill soon bogged down in the 
Senate and House Committees. 

On June 28, 1955, the Commission 
on Intergovernmental Relations issued 
its final report. It agreed with the 
premise that low-income states should 


be aided: 


The Commission does not recommend 
a general program of federal financial 
assistance to elementary and secondary 
education, believing that the states have 
the capacity to meet their educational re- 
quirements. However, where, upon a 
clear factual finding of need and lack of 
resources, it is demonstrated that one or 
more states do not have sufficient tax re- 
sources to support an adequate school 
system, the national government, through 
some appropriate means, would be justi- 
fied in assisting such stages yemporarily in 
financing the construction of school 
facilities—exercising particular caution to 
avoid interference by the national govern- 
ment in educational 
grams.~* 


processes or pro- 


The House Committee on Education 
and Labor drafted its own bill and 
favorably reported it on July 28, 1955 
(HR 7535 by Rep. Augustine Kelley 
of Pennsylvania). It would authorize 
the appropriations of $1.6 billion in 
federal aid to school construction over 
a 4 year period, to be allocated to all 
states on the basis of school-age popu- 
lation. By 1953 population data it 
would give each state annually $11.30 
per child in the 5 to 17 age group. 
About half the federal appropriation— 
$764 million—would go to the 14 top 
income states; one-fourth—$412 mil- 
lion—would accrue to the 14 lowest- 
income states. 

This was the first general school aid 
bill favorably reported to the House 


23 Commission report, p. 194. 
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since 1872.*' It faced an uncertain 
future on the floor of the House, be- 
cause of a proposed amendment which 
would limit the use of federal funds to 
nonsegregated The amend- 
ment’s proponents felt that the grant- 
ing of federal monies to construct segre- 
gated schools would freeze an undesir- 


schools. 


able—or actually unconstitutional— 
pattern of school organization for many 
years and possibly decades, aid certain 
states in resisting integration, and thus 
help perpetuate segregation which the 
U. S. Supreme Court had declared to 
be in violation of the federal constitu- 
tion. The bill did not reach floor action 
in the first session of the 84th Congress, 
and, at this writing, still is pending. 

The Administration is expected to re- 
vise its school building aid proposal by 
increasing grants to $250 million an- 
nually to be allocated to states on an 
equalizing basis. State departments of 
education will be expected to distribute 
federal funds according to their own 
plans, favoring districts of greatest 
need.”° 


While these varying proposals were 


developed, the greatest stock-taking of 
America’s schools was being conducted. 
li. his State of the Union Message on 
January 7, 1954, the President 
pressed the hope that a conference on 
education would be held in each state, 
culminating in a national conference. 
Between November, 1954 and Novem- 
ber, 1955 every state and territory held 
such a conference, while a 34-member 


cx- 


24 The House in February, 1872 passed the Perce 
Bill which was not acted on by the Senate. The 
Senate passed federal school aid bills in 1884, 1886, 
1888, 1948 and 1949. None of 


acted on by 


these bills were 


the House. 


“5 Since this was written, $2905 which incorporates 


the administration proposal was introduced; it is 


Committee on Labor and 


pending in the Senate 
Public Welfare 
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presidential committee accumulated per- 
tinent, background information. The 
staff and six subcommittees tried, more 
or less successfully, to present both sides 
of controversial issues in the study guide 
which was placed in the hands of the 
1800 participants in the White House 
Conference on Education, November 
28 to December 1, 1955.7" 

The Conference, through a novel 
condensation process, prepared  state- 
ments on various topics which included 
references to the ability of the states to 
finance school needs and to the issue of 
federal aid. The 
building needs found: 


session on_ school 


The general consensus was this: 

No state represented has a demonstrated 
financial incapacity to build the schools it 
will need during the next five years. 


The session on school financing found: 


A substantial majority felt that some 
states do not have sufficient resources to 
take care of the essential needs of the 
schools. 

A majority agreed that all states and 
territories and the District of Columbia 
should be eligible for federal funds but 
that they should be granted only on the 
basis of demonstrated needs. 

The participants approved by a ratio 
of more than two to one the proposition 
that the federal government should in- 
crease its financial participation in public 
education. 


This brings the issue into sharper 
focus: regardless of whether no states 
or some states are fiscally unable to pro- 
vide for the schools, all states are to be 


eligible for federal funds.*” For many 


26 Suggested “ Homework” for the barticipants in 
the White House Conference on Education. Pro- 


viced by the Committee for the White House Con 


ference on Education. 


“7 Within the states however, federal funds should 


presumably go to the neediest comraunities 
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years the main emphasis in the drive for 
federal school aid had been on the lack 
of state fiscal capacity. Now the case 
for federal aid is being based more on 
considerations of political philosophy 
than of economics. The Conference 


found: 


With the exception of a few states, 
none of the states presently has plans 
which indicate a political determination 
powerful enough to overcome all of the 
(emphasis supplied ) 


obstacles. 


Political determination to raise state 
and local revenues for public services 
and facilities is governed partly by the 
concepts of public officials about the 
willingness of their constituents to be 
taxed, partly by decisions of the voters 
themselves in elections on tax rates and 
bond issues, or on constitutional amend- 
ments on tax or debt restrictions.”” The 
Conference statement implies that there 
exists somewhere a superior judgment 
on whether the political determination 
of state and local governments or of 
the people themselves is “ powerful 
enough.” This superior judgment could 
be located either in a professional group 
or in the federal government. The 
statement thus means that if lower levels 
of government or the electorate fail to 
come up to certain standards, the final 
decision should be transferred to a pro- 
fessional group or to the federal govern- 
ment. This understanding of the pur- 
pose of grants-in-aid was well expressed 
by Rowland Egger: *° 

“8 An illustration of public restraint upon officials’ 


attempts to provide for the schools was given recently 


in Alabama. The Governor proposed to the 1955 
legislature a $150 million bond issue for school con- 
struction and a substantial tax boost for school pur- 
poses. The legislature approved the tax and placed 
it and a $110 million school bond issue on the ballot. 
The voters of Alabama turned down both proposi- 


tions on December 6, 1955, by a vote of 5 to 1. 


29" Nature Over Art,” The 
Review, June, 1953. 


American Political 


Science 
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There is no sector of American social 
organization in which, for all practical 
purposes, the separation of powers has so 
completely disappeared |as in the public 
school system]... . the substance of au- 
thority has passed out of the hands of 
local school boards, and even out of the 
hands of local school administrators. The 
means by which this end has been achieved 
is the grant-in-aid. . .. The fact that the 
grant-in-aid systems almost universally 
emphasize standards of expenditure rather 
than standards of achievement, and con- 
tain virtually no element of equalization, 
suggests that what is being overcome at 
the local level is a certain social and 
political backwardness rather than actual 
inability to meet the costs of better public 
school systems from local funds... . 


If the purpose of educational grants- 


in-aid is “to overcome a certain social 
and political backwardness,” or “ lack 
of political determination,” then the 
ultimate issue at stake here is not one 


of fiscal ability but of political control. 


Conclusion 


Growing school needs are certain to 
make increasing demands on the fiscal 
resources of state and local governments. 
To what extent improvements in meth- 
ods and organization and better utili- 
zation of staff and facilities can help 
toward more economical school oper- 


There is wide- 


ations is controversial. 


spread agreement on some policies which 


can lead toward increased state and local 
school support. The states should: 


1. Provide for a more efficient school 
district organization. 

2. Ease or remove unduly restrictive 
limitations on the taxing and borrow- 
ing power of localities (and state legis- 
latures). 

3. Enforce adequate standards of 
property tax assessments. 
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4. Distribute state school aid by such 
means as to narrow more effectively the 
wide discrepancies in need and economic 
resources among communities and en- 
courage economical practices. 

§. Give leadership to communities in 
the planning of needed school facilities 
and assist school construction through 
grants, loans, creation of state building 
authorities, aid in the marketing of 
bonds, and so on. 

Some groups feel that rapid progress 
has been and will continue to be made 
in public school support and that schools 
should remain an exclusive state and 
lucal responsibility. Others believe that 
a sufficiently good case has been made 
for aiding low-income states in their 
educational responsibilities, but that no 
federal funds should go to the wealthier 
states. A third group believes that 
state and local governments have not 
provided nor are likely to provide ade- 
quate school support—either because 
they are not able or because they are 
not willing—and that the federal gov- 
ernment should supply additional funds 
to all states. 

A review of the extensive literature 
indicates that the arguments for and 
against federal aid to education go be- 
yond the realm of economics and fiscal 
policy or more efficient use of available 
resources. In the field of political 
philosophy they extend to such issues 
as the purpose, principles and preserva- 
tion of the federal system; home rule 
versus federal control and professional 
versus community control; competence 
of communities and states to judge their 
needs versus impairment of national in- 
terest by inadequate state and local 
action; whether schools should be inde- 
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pendent of the rest of our governmental 
structure or an integral part of it; 
whether the value of local democracy 
can make up for the loss of time in- 
volved in deterring to decisions of ten 
thousands of communities. 

In the field of educational philosophy 
there are the issues of progressive edu- 
cation versus basic disciplines; life-ad- 
justment education versus intellectual 
training; standards of excellence versus 
mediocrity; promotion and graduation 
by achievement or by residence; reward 
for effort or discouragement of marks 
and grading; such questions as whether 
all children should proceed through 
twelve grades regardless of aptitude, or 
whether “Johnny can read.” The 
issue of cost-quality relationships in 
education enters the picture. To dis- 


cuss the many facets of the issue of 
federal aid to education would far ex- 
ceed the frame of this paper which has 


tried to focus on its economic and fiscal 
aspects.”" 

30 p hold 
and if supplied will continue 
better education. (For example, see 
Paul Mort: “Cost-Quality Relationships in Education” 
in Problems and Issues in Public School Finance, 
loc. cit.). Many educators at the college level seem less 
convinced that larger expenditures have improved or 
will necessarily improve the quality of education in 
(See Bernard Iddings Bell, 
Crisis in Education, New York: Whittlesey House, 
1949); Arthur E. Educational Wastelands, 
(Urbana: Press, 1953); and 
Restoration of Learning, (New York: Knopf, 1955). 


ublic school educators generally that 
greater funds resulted 


to result in 


the common schools. 
Bestor, 
University of Illinois 


31 Por recent concise treatments of the questions 
see: John K. Norton and E. Edmund Reutter, Jr., 
“ Federal Financing of Edu- 
and Issues in Public School 
Finance, National Conference of Professors of Edu- 
cational Administration, Teachers College, Columbia 
University, New York, 1952; Roger A 
“ Federal Aid to Education—Boon or Bane?” 
ington, D. C.: 
1955) 


Participation in the 


cation” in Problems 


Freeman, 
éWash- 
Association, 


American Enterprise 





STATE CONSTITUTIONAL LIMITATIONS 
ON THE TAXING AUTHORITY OF 
STATE LEGISLATURES ' 


GLENN D. MORROW * 


General Tax Limitations 


OST state impose 
major limitations on the author- 

ity of their legislatures to formulate or 
modify state tax policy.” In fact only 
about seven states appear not to have 
restricted the powers of their legislatures 
to levy taxes for state use. The limita- 


constitutions 


tions generally relate only to specific 


"The author is connected with Louis J. Kroeger 
and Associates, Personnel and Management Consulta- 


tion and Services. 


1 This paper is based on research by the writer 
while engaged by the Commission on Intergovern- 
mental Relations. Although the findings may con- 
tain some omissions and errors, he believes that they 
give a reasonably complete and accurate presenta- 
tion of the major restrictions contained in state con- 
stitutions limiting authority of state legislatures to 
impose taxes for state purposes. 

The writer examined the constitutional document 
of each 
that 
limitations 


recent 
The 


the constitution of each state 


state, except for some amendments 
readily available. 


found in 


were not major tax 
were separately noted, checked against the Commerce 
Clearing House state tax service, and incorporated in 
letters to the respective state legislative reference serv- 
ices. These agencies were asked to examine the 
findings as to completeness and accuracy and to indi- 
cate any additional limitations that may have grown 
judicial Carefully prepared 
replies were received from the legislative reference 
service, the Attorney General's Office, or some other 
responsible agency in most states. A preliminary 
statement incorporating the comments of these 
agencies was prepared and copies were sent to the 
state tax administrators for review and comment. 
Again, carefully prepared replies were received from 
most of these officials, Additional research was neces- 


out of constructions. 


sary in a few instances where the replies appeared 
not to have been carefully prepared. 


taxes, but in several states the limita- 
tions are either so numerous, so general 
in application, or so effective in elimi- 
nating especially productive revenue 
sources that the taxing authority of the 
legislature is severely restricted. 
Probably the most drastic limitation 
on state taxing authority is contained in 
an amendment to the Constitution of 


~The following general types of limitations that 
appear in many state were excluded 
either because limited time and staff facilities would 
not permit their inclusion or because it was believed 
that these would not be of major interest to the 
Commission on Intergovernmental Relations: (1) 
that levied only by 
general laws and for public purposes; (2) prohibi- 
tions against imposition of taxes by the states for 


constitutions 


Requirements taxes shall be 


local, municipal, or corporate purposes; (3) prohibi- 
tions against special, private, or local laws relating to 
taxation; (4) prohibitions against taxation in aid of 
church, private, or sectarian schools, public service 
corporations, railroads, or other private corporations; 
(5) provisions requiring equal and uniform applica- 
tion of tax laws, except where such provisions have 
been interpreted to prohibit imposition of income or 
other types of taxes, progressive rate structures, and 
so on; (6) provisions relating to the inalienability of 
the power to tax, and prohibitions against relinquish- 
ing, suspending, or contracting away the power to 
tax corporations or corporate property; (7) prohibi- 
tions against lending state credit and against spend- 
ing tax receipts for specified purposes; (8) limitations 
relating to federal constitutional requirements re- 
specting the taxation of U. §. banks; (9) general 
provisions requiring the imposition of taxes, except 
where the levying of specific taxes is required, to 
support the state government, to support a system of 
public schools, to amortize the state debt, or to pro- 
vide for casual deficits; (10) limitations on legislative 
authority by initiative and referendum provisions; 


(See next page) 
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Arkansas * which provides that none of 
the rates for property, excise, privilege, 
or personal taxes now levied (1934) 
shall be increased by the General As- 
sembly except by referendum vote or, 
in case of emergency, by a three-fourths 
vote of each house of the General As- 
sembly. The practical effect of this 
amendment is virtually to deny the legis- 
lature authority to increase taxes except 
by referendum vote. 

In Michigan, the earmarking* of 
revenue sources is so complete that the 
legislature has little freedom left to 
make adjustments in the 75 per cent of 
sales tax collections distributed to local 
units of government and to school dis- 
tricts. Highway user taxes are ear- 
marked for the highways. The inherit- 
ance tax, the corporation franchise tax, 
the foreign insurance company premium 
tax, and public utilities taxes (except 
on sleeping car companies) are ear- 


(11) limitations respecting poll or capitation taxes; 
(12) limitations on the power to levy property taxes 
(b) usual 
exemptions of the property of charitable, literary, 


relating to: (a) homestead exemptions, 
scientific, educational, and eleemosynary institutions, 
(c) general prohibitions against exemptions of prop- 
erty, (d) encourage the 


property exemptions to 


industry, (e) requiring the 
property of corporations to be taxed the same as the 
property of individuals, (f) 


the domicile of taxable property, etc., and (g) pro- 


location of provisions 


provisions prescribing 
visions relating to the assessment and the equalization 


(13) 


local bonds from taxation; (14) provisions relating 


of assessed values; exemption of state and 
to the taxation of public officials under state income 
tax laws; (15) requirements that revenue bills must 
originate in the lower house, receive a prescribed 
proportion of votes, etc.; and (16) provisions re- 
lating to local taxation by municipalities, counties, 
school districts, and other local political subdivisions 


of the states. 
% Amend. XIX, sec. 2. 


4 Earmarking technically is a limitation on the 
power of the legislature to appropriate revenues rather 
power but, 


earmarking restricts the legislature in exercising dis- 


than on its to levy taxes, indirectly, 


cretion in the formulation and modification of tax 


policy. 
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marked for retirement of the state debt 
and for the primary school interest 
fund. 

The situation in Colorado is 
different from that in Michigan. The 
Colorado constitution earmarks for 
specific purposes the revenues from the 
sales tax, and 85 per cent of the income 
from liquor licenses and taxes, and 
highway user tax revenues—including 
revenues from motor fuel taxes and the 
licensing and 


little 


registration of motor 
vehicles. 

The frequency of major limitations 
on the taxing authority of state legis- 
latures imposed by state constitutions 
can be summarized generally as follows: 
(1) Ceiling tax rates, mostly on general 
or special property tax levies, are found 
in the constitutions of over one-half 


the states. (2) General property tax 


rate limitations for state purposes, with 
frequent exceptions for state debt and 


public school purposes, are imposed by 
the constitutions of about one-third of 
the states. Rates on specified types of 
property are limited in several other 
states. (3) Highway user taxes are 
earmarked, either completely or par- 
tially, for highway purposes in one-half 
the states. (4) The legislatures of 
about one-half the states are under con- 
stitutional mandate to levy special prop- 
erty, severance, or other taxes—mostly 
special property taxes—either for gen- 
eral revenue or for specific purposes. 
Florida, Oklahoma, Texas, Virginia, and 
perhaps other states are prohibited from 
levying property taxes for state pur- 
poses. (5) Authority to levy net in- 
come taxes is restricted in 14 states. 
Eight states, including Illinois, Massa- 
chusetts, Michigan, New Hampshire, 
New Jersey, Pennsylvania, Tennessee, 
and Washington, are prohibited from 
levying income taxes with graduated 
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rates, and it appears that at least one of 
these, Washington, and a ninth state, 
Florida, are prohibited by court inter- 
pretations from levying any kind of 
income taxes. A tenth state, Montana, 
can levy an income tax only to replace 
its property tax. In four additional 
states, Alabama, Arkansas, Louisiana, 
and North Carolina, ceiling income tax 
rates are imposed. Minimum exemp- 
tions are also provided in Alabama and 
North Carolina, and the latter is also 
prohibited from levying a gross income 
tay. (6) Two states, Alabama and 
Florida, may levy death taxes only to 
the extent that these may be credited 
against the federal estate tax. Nevada 
is prohibited from levying any estate or 
inheritance taxes. (7) Several states are 
limited in taxing various types of 
businesses and business activities. In 
some states, specific in—lieu taxes must 


be imposed on intangible property, 
pe y 
public service corporations, finance in- 


stitutions, or motor vehicles. Quite 
numerous also are state constitutional 
provisions which specify the manner 
and extent to which particular subjects 
or objects of taxation may be taxed. 
Types of Tax Limitations 

The major constitutional limitations 
on the authority of state legislatures to 
levy taxes for state purposes are mainly 
of the following six types: (a) earmark- 
ing of revenues, (b) mandatory tax 
levies, (c) prohibitions or limitations 
on levying specific taxes, (d) limitations 
on rates, (e) exemptions, and (f) ad- 
ministrative restrictions. The extent 
and character of these types of limita- 
tions are indicated in some detail below. 

Earmarked Taxes. Highway user 
taxes, usually including all motor fuel 
taxes, motor vehicles registrations, oper- 
ators licenses, weight taxes, and so on, 


NATIONAL TAX JOURNAL 


[Vor. IX 


are earmarked in 24 states. In addi- 
tion, the constitution of Kansas author- 
izes, but does not specifically require, 
the legislature to earmark taxes for 
highway purposes.° In 22 states the 
earmarking is exclusively for highway 
purposes, and in Minnesota is limited 
to trunk highways. In two states, 
Florida and Texas, highway user taxes 
are earmarked both for highways and 
for other purposes. Motor vehicle reg- 
istration receipts in Florida are dedi- 
cated to the minimum foundation 
program for education, and two cents 
per gallon of the gasoline tax is shared 
with the counties for road purposes. In 
Texas the earmarking is complete, with 
a division of three-fourths for highways 
and one-fourth for schools, 

Special tax levies for specific purposes 
are required by the constitutions of one- 
fourth of the states. Revenues are ear- 
marked for a miscellany of purposes, 
including schools, pensions (for the 
blind, old age, and veterans), and debt 
payments. Special property tax levies 
are the most usual. Other levies in- 
clude a sales tax for old-age pensions 
in Colorado, a severance tax on forest 
products for forestry purposes in 
Louisiana, and a tax on civil suits in 
Wisconsin to be applied to the payment 
of judges’ salaries. Other miscellaneous 
earmarking of tax revenues is indicated 
briefly below. 

The Constitution of Alabama requires 
that net proceeds from income taxes 
shall be used to replace the revenue lost 
to the several funds of the state by 
reason of the $2,000 exemption of 
homesteads from the state property tax, 
and that any residue shall be used to 
pay public school teachers’ salaries. In- 
come tax revenues in Montana must be 
distributed to the public schools and to 


5 Art. XI, sec. 10 and Art. II, sec. 5. 
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the state government. The Constitu- 
tion of Utah earmarks all revenue from 
taxes on income or from in—lieu taxes 
on intangible property for support of 
the public schools. In Ohio, one-half 
the revenue from income taxes (if ever 
levied) and inheritance taxes must be 
returned to the political subdivision 
where it originated. 

As noted earlier, the effect of a 
Michigan constitutional provision is to 
earmark over 75 per cent of state sales 
tax collections for local units of gov- 
ernment and school districts. The 
Colorado constitution earmarks for the 
old-age pension fund revenues from 
retail sales taxes and specified license 
fees, or equivalent amounts from other 
taxes, 

Occupation and severance taxes are 
earmarked by constitutional require- 


ment in three states. In Louisiana 


specified proportions of the revenues 
from taxes on resources severed from 
the soil or water are shared with the 
parishes, and revenues from severance 
taxes on timber, pulp wood, and other 
forest products are earmarked for re- 
forestation and scientific forestry re- 


search. The Minnesota constitution 
earmarks 1 per cent of the iron ore 
severance tax for the veterans’ compen- 
sation fund and apportions the remain- 
ing revenues, to the state general fund 
(50 per cent), to the permanent school 
fund (40 per cent), and to the per- 
manent university fund (10 per cent). 
The constitution of Texas earmarks for 
school purposes one-fourth of the re- 
venues derived from state occupation 
taxes. 

In South Carolina, a portion of the 
alcoholic beverage licenses and excise 
taxes is allotted to the counties and 
municipalities; the state’s share is ear- 


marked for school purposes. Similarly, 
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85 per cent of revenues from alcoholic 
beverage licenses and taxes, together 
with 85 per cent of the revenues from 
all taxes levied on the storage, use, or 
consumption of any product are ear- 
marked for the old-age pension fund. 

The Constitution of Oklahoma ear- 
marks two cents, or as much as may be 
necessary, of the cigarette tax to amor- 
tize the indebtedness incurred for state 
building purposes. 

Michigan, as well as Ohio mentioned 
earlier, earmarks inheritance taxes, along 
with other taxes, for retirement of the 
state debt and for the primary school 
interest fund. 

The Constitution of Missouri requires 
that revenues from taxes on intangible 
property and from in—lieu bank taxes 
shall be returned to the political sub- 
divisions of their origin. The state 
legislature also is required to appropriate 
for park purposes, during the 15-year 
interval 1945-1960 inclusive, amounts 
not less than those produced annually 
from a property tax of one cent on each 
$100 assessed valuation of real and per- 
sonal property. 

By constitutional amendment West 
Virginia authorized the issuance of 
$90,000,000 of bonds for 
bonuses and earmarked the 
from a special tax to pay the principal 
and within 30 years. This 
special tax may be levied as an additional 
tax on Cigarettes, intoxicating beer, or 
the sale of each bottle of wine or liquor, 
or as an addition to the consumers sales 
tax, a graduated income tax, or any two 


veterans’ 
receipts 


interest 


or more of the foregoing taxes. 

Fish and game revenues in California 
are dedicated to conservation. License 
fees, taxes, and so on, relating to boxing, 
sparring, and wrestling are devoted to 
paying the administrative expenses of 


the state athletic commission and to 
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maintaining homes for war veterans. In 
Louisiana revenues from the $500 license 
fee and the in—lieu gross interest in- 
come tax on Federal Reserve member 
banks and other designated nonresident 
banks are required to be distributed to 
municipalities where the home offices of 
these banks are located. 

Mandatory Tax Levies. The most 
usual mandatory tax levy is that on 
property. California, Colorado, and 
Wyoming and perhaps other states are 
required to tax property for general 
state purposes, but usually the manda- 
tory property tax takes the form of a 
special levy to support schools, pay 
veterans’ pensions, retire some specially 
created state debt and so on. 

A second type of mandatory tax con- 
sists of taxes levied in lieu of other 
taxes. Typical examples in some states 
are: 

1. California—The income from in- 
tangibles specifically listed for 
property tax purposes is taxed under 
the income tax law. The tax on in- 
surers is measured by gross premiums, 


not 


except that ocean marine insurers are 
taxed on their underwriting profit. 
Certain deductions and offsets are re- 
quired. The tax on banks, both state 
and national, is measured by their net 
income. In each instance these taxes 
are in lieu of all other licenses and taxes 
—excluding those on real property— 
except that, when permitted by federal 
laws covering national banks, motor 
vehicle fees and taxes may be imposed 
by the state upon bank vehicles. The 
legislature, however, by a two-thirds 
vote, may tax banks in any other way 
that may be authorized by Congress 
with respect to national banks. 

2. Colorado — Continual imposition 
of a sales tax is required, and a motor 
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fuel tax must be levied for highway 
purposes. 

3. Louisiana—Federal Reserve and 
other designated banks are required to 
be taxed under a $500 license and 5 per 
cent of gross interest income in lieu of 
property taxes, except on real estate. 

4. Minnesota—An in-lieu gross re- 
ceipts tax on railroads requires approval 
by referendum vote for any modifica- 
tion. Also, in-lieu taxes are levied on 
motor vehicles and specified aircraft. 

5. Virginia—An annual franchise or 
privilege tax, measured by gross re- 
ceipts, is required to be levied upon rail- 
way and canal corporations. This shall 
be in lieu of all other taxes or license 
charges upon the franchise of the cor- 
poration, the shares of stock issued by 
it, Or upon its property represented by 
the value of its roadbed and other real 
estate, rolling stock, and all other per- 
sonal property (except its franchise) 
and the nontaxable shares of stock is- 
sued by other corporations. 

The constitutions of four states re- 
quire taxation of motor vehicles in lieu 
of property taxes. These provisions 
are as follows: 

1. Arizona. A license tax in lieu 
of property taxes is required on all 
motor vehicles registered for operation 
upon the highways of the state. 

2. Colorado. A graduated annual 
specific ownership tax is required to be 
levied in lieu of property taxes on motor 
vehicles, trailers, and semitrailers. 

3. Florida, A license tax in lieu of 
property taxes is required to be levied 
on motor vehicles. 

4. Minnesota. Gross receipts tax on 
commercial motor vehicles is levied in 
lieu of property taxes. 

The constitutions of other states re- 
quire the levying of specific taxes, other 
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than property, that are not precisely in- 
lieu taxes. These are: 

1. Alabama. Individual and corpo- 
rate income tax levies are mandatory. 
The legislature also is required to levy 
corporate franchise taxes on the capital 
stock of domestic and foreign corpora- 
tions to be based, in the case of domestic 
corporations, on the amount of capital 
stock and, in the case of foreign cor- 
porations, on the actual amount of 
capital employed in the state. Benev- 
olent, educational, and religious corpo- 
rations and building and loan associa- 
tions are excepted. 

2. Louisiana. A 
required to be levied on all forms of 
timber (including pulp wood), turpen- 
tine, and other forest products. 

3. Minnesota. An occupation tax, 
in addition to other taxes, is required to 
be levied on the production of iron ore. 

4. Nevada. Unpatented mines and 
mining claims are required to be taxed 


severance tax iS 


on net proceeds alone; patented mines 
and mining claims are required to be 
taxed both according to assessed value 
and on basis of net proceeds. 


§. South Carolina. Mines and min- 
ing claims are exempted from the prop- 
erty tax, and only the actual mine 
products may be taxed. 

Prohibitions on levying specific taxes. 
The constitutions of Oklahoma, Texas, 
and Virginia prohibit the use of prop- 
erty taxes for state purposes, except 
that in Virginia the rolling stock of 
railroads may be used. Virginia also 
prohibits the taxation of real and tan- 
gible personal property for state pur- 
poses, except for the rolling stock of 
public service corporations. Only in- 
tangibles may be taxed for state pur- 
poses in Florida. The Kansas constitu- 
tion prohibits state use of property 
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taxes for highway purposes, and the 
New York constitution prohibits prop- 
erty taxes on intangibles. As noted 
earlier, Montana may not levy both 
property and income taxes, and in Utah 
intangibles must be taxed 
property or under taxes based on in- 
Two Maryland and 
Virginia, prohibit property taxes on the 


either as 


come. States, 
stock of corporations if the property 
represented by the stock is subject to 
some other form of taxation. 

A provision of the Alabama consti- 
tution prohibits that state from making 
sole use of license or privilege taxes. 
Either the counties or the cities, or both, 
also must be permitted to impose these 
additional taxes. The Constitution of 
Tennessee prohibits the taxation, at a 
rate higher than the property tax rate, 
of a merchant’s capital used in the 
purchase of merchandise sold by him to 
nonresidents and shipped outside the 
state. Taxation of articles manufac- 
tured from the produce of the state also 
is prohibited. 


prohibits levying occupation taxes on 


The Texas constitution 


persons engaged in mechanical and 


agricultural pursuits. Similarly, in 
Louisiana license taxes may not be im- 
posed on persons engaged in certain 
designated occupations and businesses. 

As_ indicated judicial con- 
struction of uniformity provisions in 


earlier, 


the constitution of at least two states 
probably prohibit levying any kind of 
income taxes, and similar provisions in 
the constitution of seven other states 
appear to prohibit levying income taxes 
with progressive rates. In Massachu- 
setts, however, income taxes may be 
levied at different rates upon income 
derived from different classes of prop- 
erty and income not derived from prop- 
erty may be taxed at a lower rate than 
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that derived from property. Montana 
can levy an income tax only to replace 


its property tax. North Carolina may 


not levy gross income taxes, while New 
York is prohibited from taxing undis- 
tributed profits, and excise taxes on the 
ownership or possession of intangible 


personal property are banned. 

Alabama and Florida, as mentioned 
earlier, are prohibited from using death 
taxes, except to the extent that collec- 
tions may be credited against the fed- 
eral estate tax; and Nevada can not levy 
either estate or inheritance taxes. 

The Constitution of Alabama pro- 
hibits further taxation or licensing of 
oil, gas, or sulphur leases or rights if 
taxes are levied. Judicial 
construction of the constitution of 
Maryland prohibits direct and specific 
taxes on coal production. Presumably, 
all direct and specific severance taxes 
are likewise prohibited. The constitu- 
tions of three states, Alabama, Minne- 
sota, and South Carolina, restrict tax- 
ation of the use of rivers. In Alabama 
and South Carolina all navigable rivers 
must remain public highways free of 
tax, impost, or toll. In Minnesota, 
taxes may not be levied on the use of 
rivers bordering the state or the use of 
navigable waters leading into the state. 

Rate limitations. The most drastic 
tax rate limitations are contained in the 
constitution of Arkansas, where tax 
rates, for all practical purposes, are vir- 
tually frozen at existing levels. 

The most usual constitutional tax rate 
limitations property 
Ceiling rates on levies for general state 
purposes are imposed in about one-third 
of the states. Most provisions for prop- 
erty tax levies for special purposes call 
for specific tax rates or for a ceiling rate, 
but most of these rates are at relatively 


severance 


relate to taxes. 
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low levels and do not, as a practical 
matter, seriously limit the taxing au- 
thority of the state for general state 
purposes. In two states, North Carolina 
and Texas, exceptions from general ceil- 
ing rates are made for school purposes. 
The rate limitation on a state property 
tax for public school purposes in Utah 
is fixed at 56.25 per cent of a required 
minimum state aid program, but no 
limit is placed on the cost of the mini- 
mum school program required of the 
legislature. In Montana and New 
Mexico, the ceiling rate may be exceeded 
if authorized by referendum vote. 
Limited exceptions from general prop- 
erty tax rate limitations are contained in 
the constitutions of several other states. 

The Constitutions of Florida, Mis- 
souri, South Carolina, and Utah limit 
rates on specified classes of personal 
property. The California, Kentucky, 
West Virginia as well as some other 
states, also classify property for tax 
purposes and provide differential rate 
limitations. 

The constitutions of several states 
limit rates on other types of taxes, Ceil- 
ing income tax rates are imposed in 
Alabama, Arkansas, Louisiana, and 
North Carolina. Death taxes in Ala- 
bama and Florida, as previously indi- 
cated, are limited to amounts that may 
be credited against federal estate taxes; 
specific rate limitations are applicable 
to death and gift taxes in Louisiana. 
The California constitution specifies the 
rate for an in-lieu tax on insurance com- 
panies, but provides that this rate may 
be changed by a two-thirds vote of the 
legislature. In Minnesota a referendum 
vote is required to change the rate of 
the in-lieu gross receipts tax on rail- 
roads. The severance tax on sulphur 
production is limited in Louisiana. 
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The most common con- 
stitutional exemptions relate to 
property taxes. Three general types of 
property-tax exemptions are prevalent. 
The almost universal exemptions relat- 
ing to the property of educational, re- 
ligious and eleemosynary institutions 
are often required by constitutional 
provisions. Similarly, homestead ex- 
emptions are often required by consti- 
tutional provisions. 
states the taxation of U., S. property is 
prohibited. Other prevalent types of 
property tax exemptions as, for instance, 
those designed to encourage industrial 
location, usually are not required by 
constitutional decree. 


Exemptions. 
tax 


In eleven western 


In Ohio the portion of each estate 
that may be exempted for inheritance 
tax purposes is limited to $20,000; and 
in Virginia obligations of the state and 
other specified types of property are 
exempted from property and inherit- 
ance taxes, 
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Ad ministrative limitations. The con- 
stitutions of several states contain pro- 
visions which restrict the manner in 
which administered. 
Illustrations of such provisions follow: 


taxes may be 

1. Louisiana. Unmined sulphur must 
be assessed for ad valorem taxation, at 
its location, to the taxpayer having the 
mining or production rights, and at 
no more twice the value of 
the physical property used in mining 
operations. 

2. Montana. 
of railway properties is required to be 


than 


The assessed valuation 


apportioned among local units of gov- 


ernment on a line-mileage basis. Also, 
mines and mining claims acquired from 
the United States must be assessed at 
the purchase price, except that the sur- 
face grounds, if used for other purposes, 
may be assessed differently. 

3. Washington. Assessed valuations 
are required to be made at 50 per cent 
of true and fair value in money. 
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ENQUIRY COMMISSION 
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HE Report of the India Taxation 

Enquiry Commission, 1953-54" is 
an important contribution to official 
literature on taxation. Appointed in 
April 1953, the Commission was 
charged with making a thorough ex- 
amination of central, state, and local 
taxation in order to determine the inci- 
dence of the existing system and its 
suitability with reference to the eco- 
nomic development program and other 
objectives and to recommend modifica- 
tions of the system.* The report was 
submitted to the government in De- 
cember 1954 and was published on 
February 28, 1955, simultaneously with 
the 1955-1956 budget. It is a scholarly 
document containing much historical 
and statistical material, keen analyses of 
many questions of equity and economic 
effects, and discerning observations on 
problems of administration and compli- 


staff of the 


Opinions 


the 


* The 


International 


author is a member of 


Monetary Fund, expressed 
are his own and do not necessarily reflect the ofhcial 


views of the Fund. 


India Press, 1955. 


Delhi: 
PP 
has published a summary of the report 


121). 


' New 


3 vols., 


Government of 


1,329. The Ministry of Finance 


(1955, pp 


xxv, 


2 Dr. 


im ac ademic 9 


John Matthai, who has had a varied career 
government, and business life and who 
is a former Minister of Finance, served as chairman 
of the Commission. Other members were a former 
Finance Minister of the State of Bombay, the Direc- 
tor of the Delhi School of Economics, a high civil 
servant in the Ministry of Finance, the Executive 
Director of the Reserve Bank of India, and the Fco- 


nomic Adviser of the Reserve Bank 


GOODE * 


ance. At many points comparisons are 
drawn between Indian practices and 
those of other countries, particularly 
the United Kingdom and other mem- 
bers of the British Commonwealth and 
the United States. Volume I deals with 
the tax s)stem as a whole, volume II 
with central government taxes, and 
volume III with state and local taxation. 

The Finance Minister in his budget 
speech for 1955-1956 announced that a 
number of the Commission’s recom- 
mendations were being put into effect. 
Other recommendations required fur- 
ther detailed study and administrative 
preparations. The Minister anticipated 
that the report would “ deeply colour 
and affect taxation policy for some 
time to come.” 


This paper reviews certain aspects of 
the report that may be of special inter- 
est to nonIndian readers. 


Owing to 
the voluminous and comprehensive na- 
ture of the report, it has been necessary 
to omit reference to many topics cov- 
ered by the Commission and to treat 
other subjects in a cursory fashion. 

In considering the applicability of the 
Commission’s findings to other coun- 
tries, it should be recognized that India 
shares some characteristics with many 
underdeveloped countries but in other 
important respects differs from most of 
these countries. Income per head is 
low, and, as in many other countries, 
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the government is endeavoring to raise 
production by means of a development 
program involving both public outlays 
for social capital and services and the 
promotion of private investment. On 
the other hand, the civil service is more 
efficient and financial institutions are 
more advanced in India than in most 
underdeveloped countries. India, there- 
fore, is able to apply tax measures that 
are not feasible in many underdevel- 
oped countries, and it is concerned with 
many technical problems and _ refine- 
ments of taxation that are encountered 
also in North America and Western 
Europe. The existence of a federal sys- 
tem of government has an important 
influence on taxation in India. 


Nature of Revenue System 


The indicates 
that over the past two or three decades 
there has been little change in the ratio 


available information 


of taxes to national income in India, 
now estimated at about 7 per cent. In 
money terms, income and taxation per 
head have increased but the price level 
has risen in about the same proportion. 
Changes in the distribution of the tax 
load among different groups and in- 
come classes have occurred, partly as a 
result of inflation. 

The revenues of the state govern- 
ments are still somewhat larger than 
those of the central government. In 
1953-1954, state revenues amounted to 
48 per cent of total public revenues, 
central revenues to 45 per cent, and 
local revenues to approximately 7 per 
cent. The share of the central govern- 
ment has increased to some extent since 
the 1930’s but much less than in fed- 
erations such as the United States, 
Canada, and Australia. 

The broad the 


systems of the central government and 


outline of revenue 


the states is shown in Table 1. Al- 
though consumption taxes predominate, 
direct taxes on income and property are 
significant at both levels of government. 


TABLE 1 
Revenue Systems or CentTRAL GOVERN MENT 
AND THE States: INnprA, 1953-1954* 
(Percentage com position of current revenues) 


Central 
CGovern- 
ment 


Item States Total 


Taxes on income and 
property 
Personal income tax 
Corporation income 
tax . 
Agricultural income 
tax ‘ 
Dee Te as. Fae 
Urban real estate 
NS .  acaaes 
Subtotal 
Consumption taxes 
Customs duties 
Excise taxes, ete 
General sales tax 
Subtotal 
Other Taxes 
Stamp taxes ... 
Motor vehicle 
WE. piesdeedve 3 
Miscellaneous taxes O05 3 
Subtotal .... O05 1] 
Revenue from public 
enterprises .. oe 22 65 44 
Miscellaneous ...... 96 154 126 
Total 100.0% 100.0% 100.0% 


” 
‘ 


Source: Report of the Taxation Enquiry 
Commission, 1953-54, vol. I, pp. 218-25 

* Revised budget estimates. States’ share of 
certain centrally administered taxes is included 
in state revenues, but grants from the central 
government to the states are not included 
These grants equalled 108 per cent of state 
revenue from own sources (including in “ own 
sources ” the share of centrally adminis- 
tered taxes). 

+ States’ share of centrally administered tax 

t Interstate transit duties levied by certain 
Part B states (former Indian states). 

$ Includes states’ share of centrally adminis- 
tered excises (38 per cent of total state reve- 
nues). 


states 


Direct taxes contribute a larger propor- 
tion of total than in many 
underdeveloped countries of Southeast 
Asia and Latin America. Over the past 
1§ years, income taxes have approxi- 


revenue 
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mately doubled in relative importance 
while the percentage contribution of 
land tax has fallen by almost one-half. 
The decrease in the relative yield of 
land tax is due mainly to the fact that 
assessments have not kept up with ris- 
ing prices. Since agricultural income is 
not subject to the central income tax 
and state taxation of this 
comparatively light, the change in im- 
portance of income taxes and Jand tax 
reflects a redistribution of the tax load 
between the urban and rural population. 
Among indirect taxes, customs duties 
are important, although smaller in yield 
than the other central and state con- 
sumption taxes as a group. It is not 
unusual for an underdeveloped country 
to rely heavily on custms duties, but 
the figure for India is higher than 
might be expected in view of the fact 
that India is less dependent on foreign 
trade than many other countries. Im- 
ports equal only about 7 per cent of 
national income—compared with fig- 
ures of 15 per cent or more for many 
Asian and Latin American countries. 
An important feature of the report 
is a careful study of the distribution of 
taxes by economic groups and between 
the urban and rural populations. The 
Commission, like other investigators, 
has assumed that the so-called direct 
taxes rest on those who initially pay 
them and that indirect taxes are borne 
by consumers. The basic statistical 
data for the distribution of indirect 
taxes are from a field survey of house- 
hold expenditures conducted by the 
National Sample Survey. Specialists 
will wish to examine the section on 
methods and assumptions and other de- 
tails that cannot be mentioned here. 
The most interesting finding is that 
the indirect taxes as a whole are mildly 
progressive with reference to consump- 


income is 
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tion of households. This characteristic 
is more pronounced for the urban popu- 
lation than for the rural, but it holds 
for both groups. (See Table 2.) Taxes 
are related to consumption rather than 
to income, as in most studies, because 
the basic survey data did not show in- 
come. The Commission, however, ex- 
presses the opinion that consumption 
may be assumed to be approximately 
equal to income in all classes up to the 
highest shown in Table 2, virtually all 
net saving being done in the highest 
class. 


TABLE 2 
INCIDENCE oF INDIRECT TAXATION : 
INnp1A, 1953-1954 
(Indirect taxes as per cent of 
total consumption*) 


Rural and 
Urban 
Combined 


Monthly Household 
Consumption Class 
(Rupeest per capita) 


Rural Urban 


1-50 y 3% 24% 
51-100 2. ! 2 
101 - 150 bg ‘ : 
151 - 300 28 5. j 
301 and over ‘ ‘ 5 
All classes 2. § 36 


4 
7 
1 
3 
6 


3 
3 
) 
3 


Source: Report of the Taration Enquiry 
Commission, 1958-64, vol. I, p. 69. 

* Including both cash expenditures and im- 
puted value of consumption. 

+ At the official exchange rate, 1 rupee = 21 
US. cents 

The progressivity of indirect taxation 
appears to be due in large part to the 
fact that the imputed value of con- 
sumption is a larger fraction of total 
consumption for the poor than for the 
middle and upper income groups. 
Home-produced food or food acquired 
by barter and other nonmonetary 
transactions forms a large proportion of 
the total consumption of the rural poor 
and, of course, escapes taxation. Even 
in higher income groups in rural areas, 
nonmonetary income (or consumption ) 
is more important than in the cities and 
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accounts for the lighter incidence of in- 
direct taxes on the rural people. 

Differences in the proportion of con- 
sumption effected through the organ- 
ized market, however, do not appear to 
account in full for the progressivity of 
indirect taxation. Indirect taxes repre- 
sent §.3 per cent of cash expenditures 
of rural households and 6.5 per cent of 
cash expenditures of urban families, 
whose income is generally higher than 
that of rural families. Progressivity is 
most pronounced for import duties 
borne by urban families. The progres- 
sivity of central excises can be attrib- 
uted mainly to the duties on cloth and 
cigarettes. Rates of both import duties 
and excises are heavier on luxuries and 
semiluxuries than on necessities. State 
sales taxes are roughly proportional in 
relation to cash expenditures but mildly 
progressive in relation to total con- 
sumption, 

These statistical findings give support 
to the assumption, heretofore plausible 
but undocumented, that in an under- 
developed indirect taxation 
need not be regressive, as it probably is 
in nearly all developed countries.* Op- 
portunities for progressivity in indirect 
taxes stem not only from the higher 
proportion of 
among the poorest sectors of the popu- 
lation but also from rather sharp differ- 
ences in patterns of cash expenditures 
by economic classes. As the Commis- 
sion points out, the finding is sig- 
nificant, since indirect taxes have great 
administrative advantages in the under- 
developed countries. 


country 


nonmonetary income 


Even if indirect 


1946, Henry ¢ 


Wallich and John H. Adler found that consumption 


‘In a study of EI Salvador for 


taxes tended to be somewhat progressive up to a 


Finance in a De 
Mass.: 1951), pp 


rather high income level [ Public 
veloping Country (Cambridge, 


132-34] 
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taxes have to be extended to essentials, 
the mass of the rural population, which 
on the average is the poorest, will not 
be heavily taxed owing to the large 
proportion of nonmoney income re- 
ceived by them. 

If indirect taxes are in fact progres- 
sive, it seems that the Indian tax sys- 
tem as a whole must be progressive for 
the urban population. The Commis- 
sion assigns the whole of personal in- 
come tax to the highest expenditure 
group of urban residents (that with 
monthly expenditures in excess of Rs. 
300 per capita), and presumably the 
corporation tax should also be allocated 
to this group. 
rural sector the situation is less clear. 


For the much larger 


Data are not available for allocating 
land tax by income classes, and in most 
states agricultural income tax is low or 
It seems unlikely that 
there is any significant progressivity in 


nonexistent. 


the upper range of rural incomes, and 
the land tax may reduce progressivity 
in the lower range. 


Objectives of Tax Policy and General 
Recommendations 

The Commission’s terms of reference 
suggest the broad objectives of tax pol- 
icy which it endorses: (1) reduction in 
economic inequality; (2) raising rev- 
finance the and 
other development the 
public sector; (3) avoiding interference 


enue to investment 


activities of 


with, and if possible stimulating, pri- 


vate investment and production; and 
(4) promotion of economic stability. 
The question arises whether the ob- 
jectives of reducing inequality and of 
promoting private investment and en 
terprise are not conflicting. Redistrib- 
and government ex- 


utive taxation 


penditures tend to encroach on private 
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saving, and they reduce the rewards ob- 
tainable by entrepreneurs and salaried 
managers. The industrialized countries 
did not begin to impose steeply progres- 
sive taxes or to make extensive welfare 
expenditures until a large fund of pri- 
vate capital had been accumulated and 
enterprise was flourishing. The India 
Commission, however, firmly rejects the 
idea that efforts toward greater equality 
must be postponed until further eco- 
nomic progress is made. Many sources 
of inequality that have long existed in 
India and similar societies have no 
functional justification. ‘The Commis- 
sion holds that work incentives must be 
interpreted in the light of conventional 
standards of what levels of income are 
appropriate for various economic groups 
and that these standards are subject to 
modification over time. The capacity 
to save can be protected by stressing re- 
duction of inequalities of consumption 
rather than of total income and wealth. 
This approach calls for relying to a 
large extent on taxation of luxury or 
semiluxury consumption and for grant- 
ing income-tax concessions for saving 
and investment. With selective con- 
cessions of this kind in effect, the Com- 
mission believes that progressive taxa- 
tion can be pushed much further. Its 
most dramatic recommendation is that 
India adopt as its long-run goal a ceil- 
ing on personal income after taxes 
equal to no more than approximately 
30 times the average income per family. 
(At the present time, the ceiling figure 
would be roughly Rs. 42,000, or US 


4 National 1953-1954 
Rs. 106 billion; the average of the midyear esti- 
mates of population for 1953 and 1954 is 374.5 mil- 
lion (UN Monthly Bulletin of Statistics, January, 
1956). The National Sample Survey estimate of 
the average size of households is 4.95 persons (Re- 


income in is estimated at 


port of the Taxation Enquiry Commission, vol. 1 
p. 59). 


From these figures it may be estimated that 
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$8,820 at the official exchange rate, but 
it should be emphasized that the Com- 
mission does not consider immediate in- 
troduction of the ceiling feasible. ) 

In considering the possibility of rais- 
ing more revenue to finance govern- 
ment capital formation and other de- 
velopment expenditures, the Commis- 
sion notes that the ratio of taxation to 
national income in India is lower than 
in many other countries, including 
some in Southeast Asia. The low ratio 
may be partly explained by three fac- 
tors: (1) the smallness of income per 
head; (2) the existence of a large non- 
monetized sector, which is difficult to 
reach by conventional taxes; and (3) 
the absence of a large-scale commercial 
sector, particularly in the export field, 
which is comparatively easy to tax, 
Nevertheless, the Commission believes 
that taxation can be increased, espe- 
cially if the additional proceeds are used 
for social and development purposes. 
Increased efficiency and equality of tax 
enforcement and popular understand- 
ing of the government’s development 
program will also raise the psychological 
and political limits of taxation. In in- 
creasing taxes an attempt should be 
made to restrain consumption at all in- 
levels. The greatest restraint 
should be applied at the higher income 
levels, but taxation of necessities will be 
unavoidable. 

As to the objective of promoting 
economic stability, it may be said with 
great assurance that any developing 
country with a program of adequate 
size will encounter inflationary tend- 
encies. Taxation to prevent inflation, 
therefore, will be a more common need 
than the adjustment of taxation to 


come 


there were approximately 75.8 million households in 


1953-1954 and that the average income per house- 
hold was roughly Rs. 1,400. 
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mitigate deflation. Opportunities for 
built-in flexibility and deliberate coun- 
tercyclical adjustments of tax rates do 
exist in India, but they are rather 
limited. Countercyclical tax adjust- 
ments can be most successful where the 
ratio of taxes to income is 
high, a large proportion of revenue is 
from net income taxes, and there is a 
large foreign-trade sector subject to ad 
valorem import and export duties. 


national 


Personal Income Tax 

For convenience, comments on the 
Commission’s discussion of income tax- 
ation are divided between a section on 
personal income tax and a section on 
taxation of business profits, although 
the subjects overlap at several points. 
The Indian income tax is a global tax, 
imposing the same rates on all kinds of 
income, except agricultural 
which is constitutionally exempt from 
the central tax." The states may im- 
pose taxes on agricultural income, but 
only a few of them have ‘done so and 
the rates are usually much lower than 
under the central income tax. Presum- 
ably, the special treatment of agricul- 
tural income was adopted because it 
was felt that the land tax, a state rev- 
enue, already imposed a special burden 
on agriculture and that any supplemen- 
tation of the land tax could best be 
carried out by the states. With the 
diminishing real yield of land tax and 
the increase in general income tax rates, 


income 


however, the present arrangement gives 
The 
Commission recommends that agricul- 
tural income should eventually be taxed 
at the same rates as other income. The 
application to agriculture of both the 
regular income tax and a substantial 
property tax is taken for granted in the 


rise to objectionable inequalities. 


x 
bad There is also an earned income credit 
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United States and Canada, for example, 
but it Asia and Latin 
America. 


is unusual in 


Following the British practice, the 
statutes and the courts of India have 
generally excluded from taxable in- 
come capital gains and other casual and 
nonrecurring receipts. Although con- 
ceding that realized capital gains repre- 
sent income and are likely to constitute 
an increasingly important factor mak- 
ing for inequality in a developing econ- 


omy, the Commission rejects the idea of 


bringing these gains into the tax base. 
One argument is that taxing capital 
gains would have an adverse psycho- 
logical effect on investment. A second 
argument is that, since capital gains 
would undoubtedly be taxed at lower 
rates than other income, there would be 
an inducement for converting ordinary 
income into capital gains in order to 
avoid tax. Regarding investment in- 
centives, however, it is difficult to see 
why taxing capital gains would have 
any more adverse effect than taxation 
of the regular yield of investment. 
The exemption of capital gains favors 
investments that can be easily sold at 
an appreciated price over other invest- 
ments; the former are not necessarily 
The 
point about avoidance neglects the fact 
that the present rate on capital gains is 
zero! Taxpayers surely have a greater 
inducement to convert ordinary income 


more productive than the latter. 


into capital gains when the rate on cap- 
ital gains is zero than they would have 
if the tax rate were positive but still 
lower than on ordinary income. Ex- 
perience in the United States has shown 
that it is technically possible to devise 
means of turning many kinds of busi- 
ness and property income and even 
some kinds of remuneration for per- 
sonal services into the form of capital 
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gains. Nevertheless, the Commission’s 
point may have some force if it is po- 
litically easier to apply a strict defini- 
tion of capital gains when they are ex- 
cluded from taxable income than when 
they are taxed at a low rate. 

Western students will be interested 
to learn how the income tax has been 
adapted to Indian family institutions. 
One important example is the taxation 
of the Hindu undivided (joint) family 
as an entity. (Such a family consists 
of the male descendants of a common 
male ancestor, together with the wives 
and unmarried daughters dependent on 
them; property and income of the 
group are treated as a unit under gen- 
eral Jaw but family members may also 
have separate incomes.) The undivided 
family is subject to the same schedule 
of graduated rates as a single person, 
and the exemption in recent years has 
been only twice that granted to a single 
person. The single person’s exemption 
has been the same as that for a married 
couple, and no allowance is made for 
dependents. The omission of allow- 
ances for dependents is also a character- 
istic of the income tax laws of certain 
other countries in which family obliga- 
tions customarily extend more widely 
than they ordinarily do in the West. 
Past tax commissions in India have con- 
sidered different exemptions for single 
and married persons and allowances for 
dependent children inappropriate on 
the grounds that nearly all Indians 
marry at an early age and have large 
families. The 1953-1954 Commission, 
however, recommends that differential 
exemptions and allowances for depend- 
ent children be introduced. In the 
1955-1956 budget, a differential be- 
tween married and single persons was 
adopted, but not the proposed allow- 
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ances for children.° 

The question whether savings should 
receive special treatment under the in- 
come tax is always important in a cap- 
ital-poor country. Although capital 
formation is a prime objective of public 
policy, general exclusion of savings 
from the tax base or subjecting them to 
reduced tax rates impairs the progres- 
sivity and revenue yield of the income 
tax and may promote hoarding and 
kinds of investment that the author- 
ities do not wish to encourage. The 
Commission recommends liberalization 
of existing deductions from taxable in- 
come for life insurance premiums and 
payments to provident funds,’ although 
it recognizes that this approach favors 
conservative over risky investments. 

The Commission does not rely en- 
tirely on these deductions to encourage 
saving. It also proposes an interesting 
scheme of surcharge and compulsory 
saving to apply to high incomes. A 
taxpayer paying the surcharge would 
be entitled to receive from the govern- 
ment a 45-year, low-interest loan of 
equivalent amount to be invested in a 
manner approved by the government. 
The compulsory deposit would be re- 
funded after 20 years in the form of 
government bonds which would be re- 
deemed after another 25 years. These 
proposals, of course, are intended to re- 
strict consumption without curtailing 
savings. The administrative difficulties, 


8 The new 1,000 for single 


persons and Rs, 2,000 for married couples. 


exemptions are Rs, 
These 
figures are, respectively, 34% and 7 times the average 
per capita income in India. In the United States, 
the corresponding figures are approximately 0.3 and 
0.6 and the exemptions for a family of five amount 


to 1.§ times the average per capita income. 


7 This recommendation was accepted by the gov- 
1955-1956 budget, when the limic 
for such deductions 
one-fifth of 
8,000. 


ernment in the 


was raised from one-sixth to 


income, subject to a ceiling of Rs. 
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especially of the surcharge-loan scheme, 
appear to be formidable, and it is sur- 
prising that the Commission, which is 
generally sensitive to administrative 
considerations, gives no attention to 
this aspect of its recommendations. 


Taxation of Business Profits 


Corporate profits in India are subject 
to income tax and supertax, both at 
flat rates but with a rebate against 
supertax for companies with small in- 
comes. For large companies which de- 
clare dividends in India and withhold 
individual supertax from dividends paid 
to nonresidents, the income tax rate is 
26.25 per cent and the supertax rate is 
17.20 per cent. A rebate of 6.25 per- 
centage points has been allowed against 
corporate income tax with respect to 
undistributed profits, but the 1956-57 
budget proposed that this rebate be 
abolished and that differentiation be- 
tween distributed and undistributed 
profits be obtained by imposing a new 
tax on dividends. The new tax would 
not apply to dividends of less than 6 
per cent (of invested capital, presum- 
ably) ; the rate would be 12.50 per cent 
on distributions of 6 to 10 per cent and 
18.75 per cent on distributions in excess 
of 10 per cent.” The corporate income 
tax rate is equal to the maximum rate 
of individual income tax (exclusive of 
individual supertax) and is treated as 
distributed _ profits. 
Dividends are subject to regular income 
tax and supertax in the hands of stock- 
holders. Dividend recipients gross up 
their dividends and take credit for the 
income tax paid by the corporation. 


withholding on 


8 Indiagram (Information Service of India, Wash- 
ington, D.C.), no. 43, March §, 1956 
of writing, neither the full text of the 1956-1957 


At the time 


budget speech nor the bill to put into effect the new 


proposals was available to the author. 
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No credit is allowed to stockholders for 
corporate supertax. 

After considering arguments to the 
effect that the existing system results in 
an objectionable form of ‘ double tax- 
ation,” the Commission concludes that 
a corporation is a separate legal and 
economic entity and a proper subject 
of taxation. The report says, “ Strictly 
speaking, there is not only no case for 
the refund of the corporation tax 
| supertax |, but there is justification for 
scrapping the existing system of re- 
funds of income-tax as well.” * How- 
the from 
pushing its logic to the conclusion of 


ever, Commission refrains 
recommending a modification of the 
present system because it feels that to 
do so would discourage equity invest- 
ment, 

When the report was prepared, busi- 
ness losses could be carried forward six 
years to be offset against income from 
the same business.‘ The Commission 
concedes that a carry-back would be 
more certain in operation and therefore 
somewhat superior in incentive effects 
to a carry-forward, but it prefers the 
carry-forward on the grounds that it is 
more equitable as between old and new 
firms and simpler to administer. The 
report recommends that the six-year 
limit on the carry-forward be elimi- 
nated, and this recommendation was 
adopted in the 1955-1956 budget." 

Depreciation allowances for tax pur- 
poses in India are generally calculated 
by the declining-balance method, but 
ships are subject to straight-line depre- 


9 Re port, vol. I, p. 155 
10 Bur 
be carried forward indefinitely. 
1! The 


1955 Finance Act by allowing losses carried forward 


unabsorbed depreciation allowances could 


provision was further liberalized in the 


to be offset against income from other businesses, 


provided the business in which the loss was incurred 


is still continued 
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ciation. The Commission minimizes 
the supposed administrative advantages 
of the declining-balance method and 
considers its real merit to be that it 
tends to equate the annual sum of de- 
preciation allowances and maintenance 
expenses over the life of the asset. 

Various witnesses urged the Commis- 
sion to recommend revaluation of assets 
to reflect the increase in the price level 
and to bring allowances more nearly in 
line with replacement costs. The re- 
port this suggestion on the 
grounds that it would be an inequitable 
favor to business owners compared with 
holders of money claims and would be 
difficult to administer properly. It is 
also noted that many firms have bene- 
fited from a reduction in the real bur- 
den of contractual obligations. The 
Commission concedes that revaluation 
may be expedient where prices have 
risen much more than in India. 


rejects 


Special allowances of 20 per cent 
with respect to plant and machinery 
and 10 per cent with respect to build- 
ings (15 per cent for buildings con- 
structed between April 1, 1946, and 
March 31, 1956) are now granted. 
These are called “ initial allowances,” 
but they are not deducted from the 
written-down value of the asset and 
thus represent what in the United King- 
dom are called “investment allow- 
as distinguished from “ initial 
allowances,” which are deductible in 
computing the written-down 
The difference, of course, is important 
since the Indian allowances, like the Brit- 
ish investment allowances, constitute an 


” 
ances 


value. 


outright exemption for a part of prof- 
its, whereas an allowance which is de- 
ductible from written-down value is a 
form of accelerated depreciation. The 
Commission recommends that the allow- 
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ances be made deductible from written- 
down value but does not emphasize the 
significance of this change.’* 

The Commission proposes two special 
incentive schemes to encourage develop- 
ment in selected industries. One recom- 
mendation is for a “ development al- 
lowance”’ equal to 25 per cent of the 
cost of new fixed assets, which would 
be charged against income in the year 
of installation and which would not be 
deducted from written-down value. 
This allowance would be available only 
to industries considered important for 
national development, particularly cap- 
ital goods industries.’ A second recom- 
mendation is that new firms of special 
national importance be exempt from 
income tax for the first six years and 
that dividends distributed from profits 
so exempted also be free of income tax 
in the hands of stockholders. During 
the period of exemption, profits would 
be calculated on the basis of normal de- 
preciation allowances, and for the next 
five years double the normal deprecia- 
tion allowance would be granted. If 
the development allowance would have 
been larger than the profits exempted 
during the first six years, the excess of 
the allowance would be deductible from 
profits of subsequent years. This sec- 
ond recommendation represents a con- 


siderable liberalization of a provision 
already in existence for temporary tax 
exemption for new firms, but in view 


12Jn fact, the report states that the existing al- 
lowances “do not constitute any permanent tax re- 
lief’ but are “in the nature of a tax-free loan by 
(vol. II, p. 78). 
rectly understood the description of the allowances, 


Government .. .” If I have cor 


this characterization is an error. 


13 In the 1955-1956 budget the Finance Minister 
announced that a 25 per cent “ development rebate ” 
for “all new plant and machinery installed for busi- 
ness purposes” would be substituted for the 20 per 


cent “initial depreciation allowance.” 
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of the Commission’s explanation of why 
the old provision has been little used 
(only 118 firms were exempted in 
1952-1953) it is difficult to see how its 
own proposals will add much. The 
Commission states that the principal 
reason for the ineffectiveness of the ex- 
isting exemption is that the initial de- 
preciation allowances plus normal de- 
preciation have wiped out the taxable 
profits of most new firms during the 
first years of operation. The 
would appear to be true of the develop- 
ment allowance recommended by the 
Commission, since firms eligible for the 


same 


exemption would otherwise receive the 
development allowance. 


Commodity Taxes 


Commodity taxes imposed by the 
central government of India include ex- 
cises, import duties, and export duties. 
During the British rule salt revenue 
(including excise on local salt and cus- 
toms duty on imported salt) was im- 
portant but since independence it has 
been abolished. The items subject to 
excises are mostly consumer goods such 
as sugar, kerosene, cotton cloth, shoes, 
tea, matches, and tobacco; but a few 
producer goods, including steel ingots, 
cement, automobile and truck tires, and 
motor fuel are also taxed. (Since the 
ownership of pleasure cars is not wide- 
spread in India, it seems reasonable to 
classify the taxes on tires and motor 
fuel as levies on producer goods.) 

The place of commodity taxes as a 
group in the central revenue system is 
roughly the same as it was in 1920- 
1921 but considerably smaller than in 
1938-1939. (See Table 3.) The most 
significant change in the composition of 
indirect tax revenue has been the growth 
in relative importance of excises at the 
expense of import duties. In part this 
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shift reflects a policy of placing excises 
on industries that have become estab- 
lished with tariff protection, in order to 
replace the loss of revenue from cus- 
toms duties. Examples are the excises 
on steel ingots and tires introduced in 
1934 and 1941 respectively."* Most of 
the increase in excise revenue has been 
due to extension of rather 
than increase of rates. 


coverage 


TABLE 3 
ComMopiry Taxes iN Revation to Toran Tax 
Revenve or CenTRaL GOVERN MENT 
1920-1921, 1938-1939, 1953-1954 
(In per cent of total gross tax revenue) 


INDIA, 


T Year 
“ax ¢ 4 ne 2 
1920-1921 1938-1939 1953-1954 
Excise taxes 5 f 22% 
Salt revenue a 
Import duties 38 29 
Export duties ; f 9 


Total, 62%; 60% 
Source: Derived from Report of the Taza- 
tion Enquiry Commission, 1963-64, vol. II, pp. 


251, 254, 271. 


Some decline in revenue from import 
duties is anticipated with the progress 


of development, inasmuch as capital 
goods and other items subject to com- 
paratively low duties will become an 
increasing fraction of total 


imports. 
The Commission, however, expects this 
to be a transitional stage and looks for- 
ward to more imports of consumer 


goods at a later stage. For the immedi- 


ate future, the Commission commends 
the recent policy of the government in 
liberalizing direct controls on certain 
imports and at the same time raising 
customs duties on them. (This policy 
was continued in the 1955-1956 bud- 


14 Further action along this line was taken jn 


1955 by imposing excises (and countervailing import 


duties) on woolen fabrics, electric fans, electric 


bulbs, batteries, paper and paperboard, and paints 


and varnishes 
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get, when a simultaneous liberalization 


of import quotas and increases of im- 
port duties were announced for several 
items. ) 

The Commission’s discussion of ex- 
port duties is especially interesting. Be- 
fore the war, export duties were con- 
fined to a few items in which India en- 
joyed a strong position in foreign 
markets. The principle was to attempt 
to confine export duties to moderate 
rates on commodities in which India 
had a monopoly or semimonopoly posi- 
tion, the objective being to tax foreign 
consumers. Since the war, the scope of 
export duties has been greatly broad- 
ened. At the peak, in the fiscal year 
1951-1952, they were equivalent to al- 
most 13 per cent of the total value of 
exports. In addition to the motive of 
raising revenue, export duties have been 
imposed for the purpose of offsetting 
the inflationary impact of price rises in 
foreign markets, assisting domestic price 
control, and protecting domestic in- 
dustry. 

The duties on jute manufactures and 
black pepper are good illustrations of 
the use of export levies for shielding 
the economy from the impact of in- 
flationary price movements abroad. Be- 
tween 1948-1949 and 1951-1952 the 
value of exports of these two commod- 
ities increased by 54 per cent, while the 
physical volume of exports remained 
virtually unchanged. Export duties ap- 
propriated almost three-fourths of the 
increase in value of exports. Adjust- 
ment of export duties also had a stabi- 
lizing influence during the next two 
years, when export prices were falling. 
During this period the value of exports 
of jute manufactures and black pepper 
declined by one-half and the decrease 
in export duties absorbed 44 per cent of 
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the decline. Other Asian countries, in- 
cluding Burma, Ceylon, Thailand, and 
Indonesia also used export duties to 
combat the inflationary impact of the 
Korean war boom. 

Export duties have also been em- 
ployed to help keep the Indian price 
below the world price for certain com- 
modities. One group of taxed com- 
modities consists of items which have 
been subject to price control in India 
and includes iron and steel, vegetable 
oils, and coffee. The function of the 
taxes is to reduce the export price, net 
of duty, to or below the controlled 
local price and thereby check the tend- 
ency for supplies to be drawn away to 
external markets. Another group in- 
cludes raw jute, raw wool, raw cotton, 
and cotton waste. Here the purpose of 
the export duties is to encourage export 
of these materials in manufactured 
rather than raw form. Since this pur- 
pose can only be accomplished by de- 
pressing the local price of the raw ma- 
terials, the Commission recognizes that 
the duties may have the effect of trans- 
ferring income from raw-material pro- 
ducers to manufacturers. Neither group 
of duties has produced much revenue, 
but of course their effectiveness cannot 
be appraised on this basis. 


State Sales Taxes 


State sales taxes have grown rapidly 
in India. No state levied such a tax 
before 1938; now most states have sales 
taxes. For all states, the tax accounted 
for 14 per cent of total revenue in 
1953-1954 (see Table 1). In addition to 
broad retail taxes rather similar to those 
that are familiar in the United States, 
there are multi-point (turnover) taxes 
and systems involving substantial dif- 
ferences in tax rates on various items. 
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Practices appear to be much more varied 
among the Indian states than among 
states of the United States, and the 
situation is too complex to be summa- 
rized here. 

The constitution prevents the states 
from taxing sales in the course of for- 
eign trade and interstate commerce and 
sales outside the state. The courts have 
held that the interstate commerce clause 
does not bar the state in which goods 
are delivered for consumption from 
taxing the transaction. Several states 
have taken steps to collect tax from 
out-of-state vendors, and complications 
and irritations have resulted. The states 
levying multi-point taxes have been less 
affected by the restrictions on taxing 
interstate and foreign commerce than 
those using single-point taxes, since the 
constitutional protection applies to only 
the stage at which the goods actually 
cross the state’s boundaries. 

States may impose new or additional 
taxes on “ essentials” only with the ap- 
proval of the President. Parliament 
has classified as essential for this pur- 
pose certain basic foods, coarse and me- 
dium cloth, raw cotton, fertilizer, cattle 
feed, coal, petroleum products, iron and 
steel, books and periodicals, and a few 
other commodities. Since the constitu- 
tional does not invalidate 
taxes already in force when the statu- 
tory definition of essentiality was 
adopted, many of the “ essential ” items 
are being taxed by states. 
Moreover, the central government im- 
poses excises on several of the commod- 
ities. As might be expected, the states 
are dissatisfied with the situation. The 
Commission recommends that the cen- 
tral government discontinue the at- 
tempt to control taxation of intrastate 
sales, leaving decisions in this area en- 


restriction 


various 
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tirely to the states. 

The Commission proposes a rather 
elaborate system for taxing interstate 
sales. Essentially, it involves imposing 
a central tax on these sales and barring 
state taxes; the central tax, however, 
would be administered on behalf of the 
central government by the states. The 
tax would be uniform on all interstate 
sales except that the rate would be 
higher on sales to final consumers than 
on sales at earlier stages of production 
and distribution. The state of origin 
would receive the revenue from the 
basic rate; the excess of revenue from 
taxes on sales to final consumers would 
go to the state in which consumption 
occurs. Furthermore, Parliament would 
specify a list of goods that are of basic 
importance in interstate trade and the 
states would be allowed to tax these 
commodities only by a single-point tax 
at a low rate. The recommended solu- 
tion is ingenious, and the Commission 
considers it feasible 


despite obvious 
complications. 


Land Tax 


Taxation of agricultural land, by 
means of state levies called “land rev- 
enue ”’ in India, is a complex subject. 
Methods vary considerably among re- 
gions and are linked with diverse sys- 
tems of land tenure. Only a few as- 
pects of the subject can be touched on 
here. 

The land tax originated in the primi- 
tive system under which rulers col- 
lected from landowners a share of the 
crop by taking a portion of the grain 


from the threshing floor. In time, the 


ruler’s share was converted into a money 
payment and annual payments came to 
be based on cadastral surveys which 
classified land according to normal pro- 
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ductivity. In part of India, the British 
East India Company made “ permanent 
settlements” of land revenue under 
which a class of intermediaries known 
as zamindars were given proprietary 
rights in the land in exchange for an 
obligation to pay in perpetuity a fixed 
annual amount to the state. In other 


parts of the country, periodic settle- 
ments, subject to revision at lengthy 
intervals, were made with village com- 
munities or with individual cultivators. 
Recently land reforms abolishing the 
permanent settlements and the zamin- 


dar system have been adopted in several 
states. Throughout India, the system is 
coming to be that of periodic settle- 
ments with individual cultivators, and 
the remainder of this discussion will be 
devoted to that system. 

The Commission finds that 
the early part of the British rule, the 
burden of land revenue has steadily and 
progressively tended to decline, if the 
revenue receipts are compared with the 
changes in the price levels of food- 
’! In the areas of periodic set- 


ee 4 
since 


grains.’ 
tlement, reassessments have been made 
at intervals of 15 to 40 years, the 
most common interval being 30 years. 
Scheduled reassessments have been omit- 
ted or delayed in many states during 
the past few decades. There has been a 
secular trend toward rising prices of 
food grains, and the upward movement 
was accentuated in the war and postwar 
period. 

At the present time, assessments are 
very unequal among states and differ- 
ent parts of the same state. The first 
problem is therefore the revision and 
standardization of assessments. The 
Commission believes that this standardi- 
zation should aim at reduction of dis- 


1S Repert, vol WM, p. 216 
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parities but that it will not be feasible 
or desirable to eliminate all disparities. 
In this connection the Commission re- 
lies on a legitimate-vested-interest argu- 
ment, pointing out that much land has 
changed hands at prices reflecting the 
tax. Although grain prices have in- 
creased sixfold since 1873, the Commis- 
sion proposes to limit the increase in as- 
sessments to 25 per cent in the case of 
the oldest assessments (those made in 
the period 1880-1889) and to make 
degressive increases for later assessments. 

Whatever may be the merits of over- 
looking most of the past increase in the 
price level in the initial standardization 
of assessments, the considerations rele- 
vant for the future are different. In 
the future, the Commission proposes 
that land be reassessed once each 10 
years but that changes in assessments be 
much less than proportional to changes 
in prices of agricultural commodities. 
The maximum change proposed for any 
one reassessment is an increase of 12.5 
per cent when prices have risen by 
more than 43.75 per cent and a de- 
crease of 25 per cent when prices have 
fallen by more than 43.75 per cent. In 
support of this recommendation, the 
Commission points out that the burden 
of land tax should be measured in rela- 
tion to the net income of the cultivator 
rather than the gross value of output. 
Data on costs are lacking, but it is 
known that costs normally change in 
the same direction as prices. Hence, 
the Commission believes that a practi- 
cable method of allowing for costs is to 
change assessments by a fraction of 
price changes, particularly when prices 
are rising. 

The Commission’s reasoning on this 
point is hard to follow. Rising agri- 
cultural prices will be accompanied by 
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falling net income of cultivators only if 
costs increase more than proportionately 
to prices of agricultural products. This 
seems quite unlikely. In the 
prices of agricultural commodities ap- 
pear to have than other 
prices,” and the latter prices may be 
taken as broadly representative of agri- 


past, 


risen more 


cultural costs. A continuation of this 
trend seems plausible; in any event it 
is highly unlikely that zgricultural costs 
will rise much more rapidly than prices 
of agricultural commodities. If there 
is serious doubt about the relation be- 


tween farm costs and agricultiral prices, 

16 In the year ended August 31, 1954, the index 
of wholesale prices of major agricultural commod 
100) 


ities averaged 479 1939 


with 364 for 


(August compared 


index for manufactures 
1954-1955 the averages 


Bank of 


a combined 
and semimanufactures. In 
were 422 and 368, 


India Bulletin, Nov 


respectively (Reserve 


1955, p. 1271) 
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it should not be excessively difficult to 
construct reasonably representative in- 
dexes of prices of goods and services 
bought by farmers. Of course, caution 
and judgment should be used in mak- 
ing re-assessments, and it may not be 
desirable to adjust assessments for land 
tax by mechanical application of an in- 
dex of agricultural prices. But a closer 
agricultural price 
movements than that suggested by the 
If fu- 
ture price trends are like those of the 
past, adoption of the 
recommendations would mean that the 
real burden and real yield of land rev- 
enue would continue their downward 
drift. This would deprive the states of 
needed resources and would probably 
accentuate existing disparities in taxa- 


correspondence to 
Commission seems justifiable. 


Commission’s 


tion of rural and urban sectors. 





DISTRIBUTION OF FEDERAL TAXES 
AMONG THE STATES 


SELMA J. MUSHKIN * 


ASIC tax collection data reported 

by each Internal Revenue District 
are often inadequate for the purposes 
for which regional distributions of fed- 
eral taxes are sought. The wide differ- 
ences between federal tax collections in 
any Internal Revenue District and the 
geographic distribution of federal tax 
incidence have been fully demonstrated 
by earlier studies.’ The reasons for 
such differences are many. Excise taxes 


are likely to be shifted from the place 
of tax reporting to consumers residing 


in other states. For example, in the 
fiscal year 1954, 52 per cent of all to- 
bacco taxes was collected in North 
Carolina, but these taxes are ultimately 
being paid by smokers throughout the 
nation. Similarly, about 74 per cent of 
the manufacturers’ excise taxes on au- 
tomobiles and automobile parts is col- 
lected in Michigan. Corporate income 
tax burdens also are distributed more 

* The author is an economist in the U, $, Depart 


Welfare (Public 


The views expressed are her own 


ment of Health, Education, and 
Health Service). 
and do not necessarily reflect the 


Public Health Service. 
This article is based on a statement delivered be- 


position of the 


fore the Research Section of the National Associa 
tion of Tax Administrators, 25rd Annual Meeting, 
July, 1955, Gulfport, Mississippi. 


1U. §. Treasury Department, Committee on Inter 
Federal, State, and 
Doc, 69 


governmental Fiscal Relations. 
Local Government Fiscal Relations. Sen. 
(78th Cong.). 
Office, 1943). 

Michigan Department of Administration. The In- 
cidence of Federal Taxes in Michigan. (Special Re- 
port No. 1). 

California State Board of Equalization. 


of Federal 


State Board of Equalization). 


(Washington: Government Printing 


The In- 


cidence Taxes in California (Sacra- 


mento 


widely than collections. 

For many years the Commissioner of 
Internal Revenue in his Annual Report 
to the Secretary of the Treasury, has 
reported internal revenue collection by 
source of revenue and by Internal Rev- 
enue District and state. Generally 
speaking, the collections shown for each 
state represent the tax payments re- 
ported by each of the Internal Revenue 
Districts. Payments made directly to 
the District offices are reported from 
these offices without regard to the ad- 
dresses on tax returns. Tax deposits 
received by banks under depository ar- 
rangements are reported to District Di- 
rectors according to the “ principal 
place” of business of the firm making 
the deposit. These depository arrange- 
ments are now in effect for withheld 
income taxes (including taxes under 
the Federal Insurance Contributions 
Act), railroad retirement taxes, and 
federal excise taxes, for which the 
monthly tax liability is $100 or more. 
The location of the Federal Reserve 
Bank or commercial bank receiving the 
deposit does not affect the place in 
which the tax payment is recorded. 

Payments reported by the District 
Directors of Internal Revenue reflect 
the controlling provisions of statute and 
regulation regarding the place of tax 
reporting. Under the Internal Rev- 
enue Code of 1954 individual tax re- 
turns must be filed by the person mak- 
ing the return in the Internal Revenue 
District of his residence or principal 
place of business. Returns of corpora- 
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tions must be filed in the Internal Rev- 
enue District of the principal place of 
business or principal office or agency of 
the corporation. Estate tax returns 
must be filed in the Internal Revenue 
District in which the decedent was 
domiciled at the time of his death. 
Under the Internal Revenue Code of 
1954, the Secretary of the Treasury 
may grant exceptions to these general 
requirements for place of filing. 

In recent months considerable inter- 
est has been shown by the Federal Re- 
serve System in processing and making 
generally available data on United States 
Treasury transactions in each of the 36 
banks and branches of the Federal Re- 
serve System as part of an exploration 
of interregional flow of funds and the 
effects of these flows on bank reserves. 
In April, 1955 a Federal Reserve Sys- 
tem conference was held in Washington 
to discuss a task force report on the 
Work on the mechanics of 
processing Treasury transactions and 
analyses of the usefulness of the data are 
in progress in several Federal Reserve 
banks. 

Administratively, Federal 
banks process federal tax transactions 
at two different stages. First, when 
withheld income taxes or excises are de- 
posited by the taxpayer, depository re- 
ceipts are validated by Federal Reserve 
banks; the amount of these receipts is 
subsequently reported to District Di- 
rectors of Internal Revenue. Second, 
an additional accounting occurs when 
tax collections are deposited in the Fed- 
eral Reserve banks by District Direc- 
In addition 
to tax collections for which payments 
are received directly by the District Di- 
depository 


problem. 


Reserve 


tors of Internal Revenue. 


received 
from taxpayers at the end of a quarterly 


rectors, receipts 


149 


period are deposited by the Directors. 
The Reserve bank then matches the de- 
pository receipts to the payments it has 
received. 

Each office of a Federal Reserve bank 
now mails daily to the Treasury De- 
partment a record of financial transac- 
This 
information, with some modification, 
could provide data for each of the 36 
Reserve banks and branches on: (1) 
individual income taxes withheld (in- 


tions, including tax transactions. 


cluding federal insurance contribu- 
tions); (2) other individual 
taxes; (3) excise taxes; (4) taxes on 
railroad carriers and their employees; 
(5) corporation income taxes; (6) un- 
employment compensation taxes; and 
(7) estate and gift and other taxes. 
The states represented in the 36 
banks and branches are indicated in 


Table 1. 


income 


TABLE 1 
LOCATION oF Feperat Reserve BANKS 
AND BRANCHES 


Louis, Mo 
Little Rock, Ark 
Louisville, Ky 
Memphis, Tenn 
Minneapolis, Minn 
Helena, Mont 
Kansas City, Mo 
Denver, Colo 
Oklahoma City, Okla 
Omaha, Nebr 
Dallas, Texas 
El Paso, Texas 
Houston, Te xas 
San Antonio, Texas 


Boston, Mass. st 
New York City, N. Y 
Buffalo, N. Y. 


Philadelphia, Pa 


Cleveland, Ohio 
Cincinnati, Ohio 
Pittsburgh, Pa. 


Richmond, Va 
Baltimore, Md 
Charlotte, N.C. 


Atlanta, Ga 
Birmingham, Ala 
Jacksonv ille, Fla. 
Nashville, Tenn. 
New Orleans, La 

Chicago, Ill 
Detroit, Mich 


San Francisco, Calif 
Los Ange le s Calif. 
Portland, Ore 
Salt Lake City, Utah 
Seattle, Wash 


Federal Reserve Bank data, as they 
become increasingly available and de- 
tailed, will provide another source of 
tax collections for a 


The Internal Rev- 


information on 
number of states. 
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enue series and the Federal Reserve 
bank information differ in many re- 
spects. The extent of difference is sug- 
gested by the fact that 25 per cent 
of the payments recorded by the San 
Francisco bank is credited to District 
Directors of Internal Revenue outside 
of that bank’s region. Additional study 
is needed of the relation of Federal Re- 
serve data to tax collection data as re- 
ported by the Internal Revenue Service. 


DIFFERENT MEASURES OF REGIONAL 
TAX DISTRIBUTION 


Regional tax collection data derived 
in the course of administration of fed- 
eral fiscal operations by the Internal 
Revenue Service and the Federal Re- 
serve System are inadequate for many 
purposes. No single series of data, 
moreover, appears appropriate to the 
different purposes. At least three gen- 
eral purposes may be distinguished: 
(1) analysis of federal-state tax co- 
ordination problems; (2) analysis of 
relative state capacity and federal tax 
severity; and (3) analysis of the gross 
economic product of each of the states. 
Separate indexes of federal tax distri- 
butions suitable for each of these gen- 
eral purposes need to be defined and 


developed. 
Federal-State Tax Co-ordination 


Continuing budgetary pressures have 
intensified the search for 
sources by federal, state, and local gov- 
ernments, resulting in an overlapping 
of taxes. The increasing overlap has 
intensified interest in problems of tax 
co-ordination and especially in proposals 
for separation of tax sources. One 
question frequently raised in this con- 
text is: “If the federal government re- 
linquished a tax base, how much would 
the tax yield to the states? ” 


revenue 
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Example of separation of tax sources. 
A fairly recent example of use of esti- 
mates of federal tax yields in the states 
in connection with proposals to sepa- 
rate tax sources is provided by the 
memorandum prepared by the Council 
of State Governments advocating the 
discontinuance of federal highway 
grants and the repeal of the federal gas- 
oline tax.” This memorandum, writ- 
ten pursuant to a directive of the In- 
tergovernmental Relations Committee 
of the Governors’ Conference, compares 
the relative distribution of potential 
gasoline tax yields among states with 
the highway grants to each state. In 
measuring the potential state yield from 
a relevy of the two-cent federal tax, 
state gasoline tax revenue in each state 
was computed as the yield per one-cent 
tax. In turn this number—a different 
figure for each state depending on the 
gasoline consumption in each state and 
on the state definition of the motor 
fuel tax base—was doubled to reflect 
the two-cent levy. 

Internal revenue collection data are 
not useful for this type of analysis. 
The federal tax on gasoline is collected 
from producers, while the state tax is 
collected primarily from the first im- 
porter into a state or at the point of re- 
tailing. Professor Anderson has de- 
scribed the problem in this way: “ The 
two collections from different 
groups of payers, at different places, on 
different quantities, and under different 
conditions.” * For example, about 7 
per cent of gasoline consumption is at- 
tributable to New York. In contrast, 


are 


State Governments. Memorandum 
Proposing the Discontinuance of Federal Highway 
Grants and the Repeal of the Federal Gasoline Tax 


(Chicago: The Council, February 20, 19535). 


2 Council of 


3 William Anderson, The Nation and the States, 
Rivals or Partners? (Minneapolis: University of 
Minnesota Press, 1955), p. 63. 
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‘Internal revenue data show that 36 per 
cent of federal gasoline taxes was col- 
lected in the New York region. 

A wide variety of factors and forces 
must be taken into account in moving 
from federal collections to the potential 
yield of a state tax. The reality of 
these factors and the revenue leakage 
involved are indicated by the wide vari- 
ations in gasoline tax rates among the 
states. In 1953, for example, the state 
rates ranged from 3 cents to 7 cents per 
gallon. To quote again from Professor 
Anderson: 


If and when Congress reduces its tax 
on motor fuels it should not be expected 
either that all the states will take up the 
slack and impose a state tax to equal that 
relinquished, or that the states that do 
impose an additional 2¢ gas tax will ac- 
quire additional revenue in the propor- 
tion of their highway needs, or any other 
needs. Two things we positively know 
about the states are these: They never all 
do the same thing, or do anything in the 
same way; and revenue potentialities are 
never distributed among all the states in 
proportion to their service needs.* 


A tax-sharing example. Tax collec- 
tion data are also inadequate in other 
areas of federal-state tax co-ordination 
as a factual base for program evalua- 
tion or administration. For many years 
active interest has been shown in the 
relation of federal unemployment tax 
col!zctions in each of the states to the 
amount of federal grants-in-aid for em- 
ployment security administration. Fed- 
eral unemployment taxes 
from the outset have been imposed on a 
tax offset basis. Employers contribut- 
ing to approved unemployment insur- 
ance programs in the states can credit 
those contributions against 90 per cent 
of the federal tax. The Social Security 
Act at the same time provided for fed- 


insurance 


'Thid., p. 169 
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eral grants to finance the administra- 
tive costs of state unemployment insur- 
ance programs. The Administrative 
Financing Act of 1954 essentially ear- 
marked the total proceeds of the Federal 
Unemployment Tax Act for the un- 
employment insurance programs. The 


new legislation provides for the auto- 
matic appropriation to the Federal Un- 


employment Trust Fund of the annual 
excess of federal unemployment tax 
collections meet the 
employment security administrative ex- 
penses in the states. These excess col- 
lections are to be used first to establish 
and maintain a $200 million reinsur- 
ance loan fund within the Federal Un- 
employment Trust Fund. After the 
$200 million fund has accumulated, 
however, the excess collections are to be 
returned to the states on a tax-sharing 


over grants to 


basis. 

Initially, for evaluation of proposals 
for changes in the Federal Unemploy- 
ment Tax Act, and later for purposes 
of administration under the new legis- 
lation, data are needed on amounts of 
tax liability originating in each state. 
The information on tax collections now 
available from the Internal Revenue 
Service is not suitable for these purposes 
or for analyzing other problems of fed- 
eral-state tax co-ordination. Federal 
unemployment taxes must be paid to 
the District Director’s office in which a 
firm’s principal place of business is lo- 
cated. Multistate employers, large and 
small alike, pose problems of allocation. 
Allocation becomes especially difficult 
when a firm has so few employees in 
any one state that liability for federal 
tax arises only because of the aggregate 
nation-wide count of its employees. In 
lieu of tax collection data, estimates of 
taxable wages in each state (based on 
social security wage records) have been 
used as the estimated base of the tax. 





1§2 


Federal Tax Severity 

A second type of problem for which 
estimated federal distributions 
among states are sought is illustrated by 
the questions: “ What portion of the 
income of my state goes out in federal 
taxes? What is the effect of federal 
taxes on state fiscal capacity? ” 

Several studies have been directed to- 
ward answering these questions. In a 
recent report on the federal-state-local 
tax structure in Louisiana, tax collec- 
tions in selected states were computed 
as percentages of the Commerce De- 
partment’s estimates of income pay- 
ments, The federal tax “ burden” for 
Delaware was shown as almost 80 cents 
for each dollar of state income for the 
fiscal year 1951." A comparable com- 
putation for a more recent year, fiscal 
1954, would show a federal tax burden 
in excess of 100 per cent of income. 
In the fiscal year 1954, internal revenue 
collections in Delaware totaled $905 
million while the total personal income 
in the state was less than this amount— 
$869 million in the calendar year 1953 
and $880 million in the calendar year 
1954. Since a large proportion of taxes 
—both corporate and individual—re- 
ported in Delaware is not paid out of 
Delaware's income, it is patently erro- 
neous to compare federal tax collections 
in the state with the income of the resi- 
dents of that state. 

In estimating federal taxes borne out 
of state income, two approaches appear 
plausible. The first is to take only the 
federal taxes that are paid out of in- 
come of state residents for comparison 


tax 


with estimated state income payments. 
The second is to adjust state income by 
adding to it—as a minimum—federal 
taxes paid out of sources not fully 


5 William D. Ross, “ The Federal-State-Local Tax 
Structure in Louisiana,” National Tax Journal, (De- 


cember, 1954), p. 372 
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counted in state income payments, be- 
fore measuring the relative federal tax 
burden on income. 

Two basic studies have been made of 
the effect of federal tax payments on 
state income. One is that of the Social 
Security Administration, published in 
the 1940’s in The Fiscal Capacity of 
States.° That study was especially di- 
rected toward estimating the amount 
of federal taxes borne by the inhabit- 
ants of each state out of income pay- 
ments. Taxes were classified for this 
purpose according to whether or not 
the base of the levy was included in the 
income payment estimates. 

The other is the study made by 
Mabel Newcomer in 1943 as part of the 
report on intergovernmental fiscal rela- 
tions prepared by a special Treasury 
Committee.’ In her study Professor 
Newcomer attempted a state-by-state 
balance sheet of federal receipts and ex- 
penditures. Federal tax incidence in 
each of the states was computed for all 
taxes and custom duties. When Pro- 
fessor Newcomer compared the esti- 
mated federal tax incidence in the states 
with state income payments, she ad- 
justed the income payment estimates. 
The adjustment was made so that the 
“income ” assigned to each state would 
be increased to include at least the taxes 
assumed to be borne out of sources 
other than those defined as income by 
the Department of Commerce. Pro- 
fessor Newcomer accordingly added the 
estimated corporate tax incidence and 
capital stock taxes to income before the 
estimated federal tax incidence was 
compared with state income. 


6 Federal Security Agency, Social Security Board 
The Fiscal Capacity of States; a Source Book (3d 
1940, Bureau of Research and Statistics 
Memorandum No. 43; The Board, 
January, 1941.) 


ed., rev. 
Washington: 


TU. §. Treasury Department, Committee on In- 
tergovernmental Fiscal Relations, op. cit. 
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State income definition and federal 
tax sources. The revision of state in- 
come estimates long underway was 
completed for the September, 1955, 
Survey of Current Business. The defi- 
nitions of state income have been modi- 
fied to conform with the concept of 
personal income and they replace those 
adopted for the earlier series on “ in- 
come payments.” State personal income 
is defined as the “current income re- 
ceived by residents of the States from all 
sources, inclusive of transfers from gov- 
ernment and business but exclusive of 
transfers among persons.” Personal in- 
come covers the income received by resi- 
dents of each state from business estab- 
lishments, governmental units, house- 
holds and and foreign 
countries. All forms of income are in- 
cluded, that is, wages and salaries, vari- 
ous types of supplementary earnings, 
the net income of unincorporated busi- 
nesses, income, dividends, 
and interest. Personal income also in- 
cludes transfer payments or payments 
made by industry and government to 
individuals in the form of social secu- 
rity and welfare benefits for which no 
direct services are currently given. 


institutions, 


net rental 


The changes in definition do not 


alter to any significant extent the earlier 


problems involved in the relation of 
federal tax burdens to state income. A 
comparison of the content of the state 
income estimates with federal tax bases 
and sources indicates that several im- 
portant federal revenue sources are not 
reflected in the state 
Four of these revenue sources are: 

1. Capital gains tax. In 1951, the 
latest year for which a Treasury De- 
partment estimate is available, the cap- 


income totals. 


® Charles I 


-: Person al 


Schwartz and Robert FE. Graham, fr, 
1929-54," Survey of 


1955), p. 12 


Income by St ates, 


Current Busines (September, 
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ital gains tax yielded $890 million.’ 
Capital gains are not defined as income 
in national estimates. These 
gains are construed as a transfer of 
funds among persons. It has often 
been stated that capital gains and losses 
tend to offset each other over a period 
of years, so that on balance individuals 
as a group have no net increment to 


income 


their saving or consumption potential, 
In his study of capital gains, Professor 
Seltzer estimated that over the 30-year 
period 1917-1946 net gains exceeded 
net losses by only a moderate amount.'” 
He found that about 69 per cent of the 
net capital gains realized by individuals 
and taxable fiduciaries during the 30- 
year period was offset by their net cap- 
ital losses. While capital gains and losses 
may tend to balance over a long period, 
in a given year net gains may exceed 
net losses by a substantial amount. The 
net gains, furthermore, are not evenly 
distributed among income groups. Cap- 
ital gains constitute a bigger source of 
income at higher than at lower income 
levels. Because of differences among 
states in their income composition and 
distribution the omission of capital 
gains from state income may have an 
effect on the comparability of estimates 
of relative federal tax severity in the 
states. 

The long-standing debate on taxa- 
tion of capital gains as “ income” has 
its counterpart in the differences among 
theorists on the income status of capital 
gains and other capital transactions for 
purposes of estimating national income. 
A study of the variations in capital 


9 Revenue Act of 1951, Hearings before the Com 


mittee on Finance, Senate, #2d Cong., on HLR. 4473 


(1951), Pare 1, p. 335. 
Seltzer, et al., The Nature and 
(New 


Research, Inc., 


10 Lawrence H 
Tax Treatment of Capital Gains and Losses 
York: National Bureau of | 
1951), p. 112. 


conomin 
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gains among states and the relative pro- 
portion of income tax yield attributable 
to taxes on capital gains would help to 
clarify the problem. 

2. Gift and estate taxes. Gift and 
estate taxes in the continental United 
States amounted to $933 million in the 
fiscal year 1954. Gifts and inherited 
property, however, are not included 
specifically in income payments. The 
sums involved usually represent trans- 
fers of funds between individuals in 
the community, or capital account 
transactions and are not counted as ad- 
ditional income flow. Despite the omis- 
sion of the base for estate and gift 
taxes from state income, these taxes are 
often included, and properly so, in esti- 
mates of tax burdens. In a sense the 
estate tax can be construed as a tax 
analogous to the income tax—that is, as 
a deferred income tax paid at death. 
Or, life insurance premiums paid dur- 


ing a lifetime for insurance coverage of 
estate tax liability may be taken to rep- 
resent the accruing amount of tax lia- 
bility. Such a construction permits de- 
duction of the gift and estate taxes 
from income without a parallel adjust- 


ment of the income estimates. While 
the deduction of the tax from income 
should appropriately be made at the 
time the life insurance premiums are 
paid, in the absence of more adequate 
information on the amount of such 
premiums, the deduction of estate taxes 
at the time of collection gives an indi- 
cation of the average amount of such 
premiums attributable to any year. 

3. Employment taxes. Employment 
taxes which aggregated some $5.4 bil- 
lion in the fiscal year 1954 raise a some- 
what different set of issues from those 
related to taxes on capital gains or es- 
tates and gifts. While these taxes are 
deducted from personal income, the so- 
cial insurance benefits financed out of 
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their proceeds are counted as transfer 
payments in the state income payment 
series. To the extent that benefits off- 
set contributions, no further adjust- 
ments either in the taxes or the income 
series seem appropriate. However, so- 
cial insurance contributions have in the 
past exceeded benefits by sizable 
amounts; the net balances in tax pay- 
ments go to build up the social insurance 
reserves. In the fiscal year 1954, for 
example, the excess of federal insurance 
contributions over old-age and survi- 
vors’ insurance benefits alone amounted 
to $1,261 million. Further analysis is 
needed of the differential excesses in in- 
dividual states to determine whether 
variations are sufficiently large to create 
significant problems of comparability. 

4. Corporate income tax. Corporate 
income taxes, because of their relative 
size, represent the largest area of in- 
comparability. Proceeds from the cor- 
porate tax in the continental United 
States amounted to $21.5 billion in 
1954 or 32 per cent of total internal rev- 
enue collections. Whether these taxes 
are assumed to be borne out of undis- 
tributed corporate earnings or to reduce 
dividend income, the source of the tax 
is not reflected in state income. Either 
these taxes must be excluded in meas- 
uring relative tax severity, or the in- 
come estimates have to be adjusted to 
include net corporate before 
taxes. This procedure requires a change 
in the concept of state income from 
that of current income received by resi- 
dents of the states. 

Federal taxes and capacity. 
Equalization provisions for the larger 
federal grant-in-aid programs are now 
rather widely accepted. In its report to 
the President in June, 1955 the Com- 
mission on Intergovernmental Relations 
stated: 


income 


state 
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Where equalization is found desirable, 
both and the 
matching requirement should be related 


the allotment formula 


. . low income States 


to fiscal capacity . 
should be granted more Federal dollars in 
relation to program need than high-in- 
come States and should at the same time 
be required to spend proportionally fewer 


dollars of their own for matching pur- 


poses.!! 


For more than a decade the state in- 
come series of the Department of Com- 
merce has been generally accepted as a 
readily available and objective index of 
state capacity for grant-in-aid purposes. 
Several suggestions have been made to 
improve the state income series so that 
it may be a more adequate measure of 
capacity. Probably the most frequent 
proposal is to correct state income for 
the differential impact of federal taxes 
paid.'* 

A 1954 study by the Public Health 
Service of federal taxes and the measure- 
ment of state capacity undertook an 
examination of the effect of federal tax 
withdrawals on the relative position of 
the states.’ This study shows for the 
years covered by the analysis that the 
relative capacity position of the states 
would be affected very little by an ad- 
justment for federal tax withdrawals. 
Moreover, despite the increase in federal 
taxes between 1940 and the early 1950's 
the range of federal tax burdens ap- 
pears to have narrowed. 

While in practice such an adjustment 
of income for federal tax withdrawals 


11 Commission on Intergovernmental Relations, A 
Report to the President for Transmittal to the Con 
gress, (Washington: 1955), pp. 135-6. 

12 Committee on 


(The 


Governments, 
Federal Grants-in-Aid 


Council of State 
Grants-in-Aid, 


1949). 


Federal 
Council, 

13 Selma J 
eral Taxes and the Measurement of State Capacity 
(Washington: of Public Health Methods, 
Public Health Service, U. $. Department of Health, 
Education, and Welfare, 1954). 


Mushkin and Beatrice Crowther, Fed 


Division 
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for the immediately preceding period 
would have made little difference in the 
application of grant-in-aid formulas, 
there are many aspects of the problem 
that require further study. One of the 
areas that needs to be explored is illus- 
trated by the question: “ Should federal 
taxes deducted from state income as a 
state capacity index be limited to the 
levies that are paid directly out of in- 
come as personal taxes, or should excise 
and consumption be de- 
ducted? ” 

Among the issues to be considered 
are the following: 

1. Shifting and price effects of the 
taxes. Federal excises, as well as state 
and local taxes, are paid simultaneously 
by consumers at the point of purchase. 
In the case of commodities character- 
ized by price inelasticity, the combined 
federal-state taxes may be shifted for- 
ward but at the expense of other con- 
sumption or savings. The over-all ef- 
fects on other tax bases thus must be 
taken the case of 
price-elastic commodities, consumption 
of the taxed commodities may be ad- 
versely affected by the combined taxes, 
deterring any shift to the consumer and 
resulting in payment of the tax from 
profits. Only the reduced profits, 
however, would be reflected in income 
as defined so that a deduction of fed- 
eral taxes could be made only after a 


taxes also 


into account. In 


corresponding increase in income pay- 
ments. 

2. Federal services and federal tax 
burdens. State income as currently 
measured fails to reflect fully the value 
of services by the federal government 
to individuals in the states. The more 
comprehensive the tax burdens sub- 
tracted from income in arriving at a 


measure of state capacity the more seri- 


ous become the problems involved in 
using an estimate of income received vy 
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residents as a relative index of state fis- 
cal capacity. To offset the deduction 
of taxes, account might be taken of the 
value of federal services which have 
been added to income by federal oper- 
ations (additional to those reflected in 
wages and salaries of federal employees). 
The imputed value of federal services 
would be analogous to the estimated 
value of home ownership and value of 
crops consumed on the farm, both now 
included in state personal income com- 
pilations. 

3. General acceptability of estimates 
of state income after federal taxes. An 
important advantage of the Commerce 
Department’s estimates of state income 
as a measure of relative state capacity 
for grant programs is their general ac- 
ceptability. Over the years, these esti- 
mates have been increasingly under- 
stood and applied to an ever-expanding 
area of state and local fiscal problems. 
Any special adjustments of the series 
would require careful review and scru- 
tiny. Moreover, several difficulties arise 
in arriving at a generally acceptable 
series of tax incidence figures for pur- 
poses of adjusting income estimates. 


For one thing, differences of opinion on 
the shifting and incidence of the taxes 


may be anticipated. For another, the 
economic and financial series used to al- 
locate the various excises among the 
states are not current. The latest state- 
by-state figures on retail trade, for ex- 
ample, are those for the 1948 United 
States Census of Business. Further- 
more, the data used in the allocations 
are not always complete nor are they 
wholly adequate for the purpose of 
measuring tax incidence. Serious ques- 
tion might well be raised about the ex- 
tent to which a state’s capacity position 
will merely reflect content or method 
of tax incidence allocation. Differences 
will arise, for example, if each of the 
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several manufacturers’ taxes is allocated 
separately among the states on the basis 
of trade data, or if several taxes are 
combined and a more general basis is 
used in the allocation. 

Some of these same problems of al- 
location are involved in the regional al- 
location of direct personal taxes. There 
is one essential difference, however. As 
part of its national economic accounts 
the Commerce Department has for some 
time developed estimates of disposable 
income, that is, personal income after 
direct personal taxes and personal non- 
tax payments. Direct personal taxes 
are defined by the Department of Com- 
merce to include poll taxes, individual 
income taxes, gift and death taxes, state 
motor vehicle licenses, and property 
taxes that are not deductible as expenses 
of business operation. (Property taxes 
levied on owner-occupied dwellings are 
classified as indirect taxes.) 

State-by-state estimates of disposable 
income, heretofore, have not been pub- 
lished annually by the Commerce De- 
partment, but along with current work 
on state personal income estimates the 
problems of estimating disposable in- 
come are being re-examined. If the 
undertaking appears statistically feasi- 
ble and if the results are significant, an 
annual series may be developed showing 
for each state the amount of personal 
income after payment of direct per- 
sonal taxes. When and if an annual 
series of income after taxes becomes a 
part of national income statistics it will 
be possible (by limiting the tax deduc- 
tions to direct personal federal levies) 
to use the new disposable income series 
as a state capacity measure. No similar 
work is in progress in the excise tax 
field. 

4. Relative changes resulting from in- 
come and excise tax adjustment. The 
progressivity of the individual income 
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tax is designed to set the tax liability of 
individuals in accordance with their 
relative ability to pay. A wide varia- 
tion among states in income tax liabil- 
ity results from differences in state in- 
come and the even more pronounced 
differences in the distribution of in- 
come among family income groups. 
Moreover, the individual income tax 
yield (net of refunds), for example, 
approximated $30 billion in the fiscal 
year 1954 as compared with excise and 
other miscellaneous tax yields of less 
than a third this amount. While re- 
tailers’ excises are now imposed princi- 
pally on commodities of luxury type 
many other excises accounting for a 
large part of the yield are on commod- 
ities which can be classified as neces- 
sities. Accordingly, correction of state 
income payments to exclude individual 
income tax incidence should result in 
the widest possible change in the rela- 
tive capacity of the states. 


State Gross Product Estimates 


Thus far this paper has been ad- 
dressed to basic federal tax distribution 
data and estimates of regional distribu- 
tion as they relate first to problems of 
federal-state tax co-ordination and sec- 
ond to problems of measuring federal 
tax severity. Distributions of federal 
taxes among states are also needed for 
purposes of estimating the gross value 
of goods and services produced in each 
state. 

In the past five years or so there has 
been increased interest in regional eco- 
nomic problems. The varied impacts 
of war and postwar economic adjust- 
ments on industrial production and on 
the movement of population and indus- 
try in the states have contributed to 
this 
need for exploration of changes taking 
place, the Council of Economic Ad- 


interest. In recognition of the 
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visers, as well as many state and private 
agencies, have sponsored regional eco- 
nomic studies.'* The recent regional 
income conference sponsored by the- 
Conference on Research in Income and 
Wealth of the National Bureau of Eco- 
nomic Research held at Duke Univer- 
sity in June, 1955 is further evidence 
of the interest in regional problems. 
Out of the earlier studies and confer- 
ence papers has come recognition of the 
need for a new set of state income data 
which would measure the gross value of 
goods and services produced in the 
state. These data would parallel, on a 
state level, estimates of the national 
gross product. 

The new developments in income re- 
search will be followed closely by those 
working on state capacity problems. 
Renewed interest may be anticipated, 
for example, in analyses of an index of 
produced as an appropriate 
measure of state capacity, in place of or 
along with income received. In his 
1943 study of the measurement of vari- 
ations in state economic and fiscal ca- 
pacity, Professor Studenski wrote: 


income 


More serious is the objection to the use 
of per capita income figures of the De- 
partment of Commerce as an index of 
State fiscal capacity on the score that 
these figures relate only to income re- 
ceived by the residents of the State, 
whereas a substantial proportion of State 
and local taxes, such as business taxes and 
property taxes applicable to industrial 
and business property, are collectible on a 


14 Council of 
the New 
Economy; a Report to the President. 
July, 1951) 

Economy of the South, Report of the Joint Com- 


Advisers, Committee on 
New England 
(Washington: 


Economic 


England Economy, The 


mittee on the Economic Report on the Impact of 
Federal Policies on the Economy of the South, 8lst 
1949). 


America’s 


Cong. (Washington: 
Morris E. Garnsey, 


West (New York: 


New Frontier; the 
Alfred A 


Mountain Knopf, 


1950) 
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basis bearing a close relationship to a 
somewhat different category of income— 
that of income produced within the 
State, irrespective of the location of the 
persons who receive it.'® 


On a national basis, gross product 
estimates involve, among other things, 
adding indirect or business taxes to 
other income. Accordingly, on a state- 
by-state basis comparable estimates 
would involve adding to state estimates 
of wages and salaries, interest, and 
dividends the amount of federal taxes 
attributable to the states. The federal 
taxes have to be assigned to states in 
terms of the state in which taxed com- 
modities or the taxed income is pro- 
duced or the taxed services are per- 
formed. Difference between product 
estimates of the state distribution of 
federal taxes and incidence estimates 


may be made clearer with a few illus- 


trations. In the usual incidence alloca- 
tion federal excise taxes—tobacco or al- 
cohol beverage taxes—are assumed to 
be shifted forward to consumers. State 
allocations are made in accordance with 
relative volume of consumption in each 
of the states. For product estimating 
purposes these taxes would be assigned 
to the states in which alcoholic bever- 
ages and tobacco products are produced. 

For tobacco and alcoholic beverage 
excises such an allocation involves no 
significant estimating problem _ since 
federal tax stamps must be affixed to 
the products before removal from plant 
or bonded warehouse. Although the 
wine and beer taxes are now adminis- 
tered through tax returns rather than 
stamp purchases, the tax returns also 
must be filed in the district in which 
the products are produced. 


15 Paul Studenski, Measurement of Variations in 
State Economic and Fiscal Capacity (Washington: 
Bureau of Research Social Security 
Board, Federal Security Agency, 1943), p. 67. 


and Statistics, 
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In the case of other manufacturers’ 
excises, taxes must be paid to the In- 
ternal Revenue District in which the 
principal place of business is located. 
This may not be the place of produc- 
tion. Of a total of $2.7 billion in 
manufacturers’ excises collected in the 
fiscal year 1954, more than $800 mil- 
lion represents the gasoline tax yield 
and $1.2 billion the tax on automobile 
and automotive parts. Gasoline taxes 
are paid in some instances in the state 
in which refineries are located. At 
least two of the major oil companies, 
however, report their taxes from New 
York City as their principal place of 
business. Collections in New York 
City alone account for 35 cents of each 
dollar of federal gasoline tax collections. 
As indicated earlier, about $966 million 
or almost three-fourths of total excises 
on automobiles and automotive parts 
(including tires) are collected in Michi- 
gan. By way of comparison, the pro- 
portionate value added by manufac- 
turers of automobiles and parts in 
Michigan is §3 per cent. Many of the 
other special excises—because of the 
nature of the taxed commodities, that 
is, refrigerators, cameras, firearms, TV 
sets, electric light bulbs—are levied on 
goods produced by plants operating in 
relatively few states. Moreover, at 
least one producer of electrical equip- 
ment reports excises for refrigerators in 
one state, TV sets in another, etc. Ac- 
cordingly, the statistical problems of 
federal excise tax distribution for gross 
product estimation can perhaps be re- 
solved more easily than might at first 
be anticipated. 

In a product allocation, taxes on serv- 
ices such as transportation and com- 
munication would be attributed to the 
place where the services are performed 
rather than to the principal place of 
business of the railroads or telephone 
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companies or the place of consumption. 
The approximate conceptual base for 
allocation of retailers’ excises poses more 


complex issues in determining whether 
the taxes should be allocated to the 
place of retailing or to the place of pro- 
duction of commodities subject to the 
retailers’ excise tax. Account must be 
taken of the administrative considera- 
tions which led the Congress to impose 
the taxes at the retail rather than the 
manufacture and the effects of 
changes in tax programming arising 
from such administrative considerations 
on the resulting income estimates of the 
states. 


level 


If retailers’ excises were allo- 
cated to place of retailing along with 
the value of retailers’ services, the geo- 
graphic distributions would be the 
same as that for an incidence alloca- 
tion. Many of the same difficulties 
would arise in accounting for interstate 
transactions and those of large chain- 
store companies. 

The corporate income tax allocation 
for state gross product estimating is 
more complex than the incidence allo- 
cation. Once one gets over the diver- 
gent views on corporate tax incidence— 
and they are less divergent than some- 
times is suggested—general state in- 
dexes are at hand to distribute the tax 
incidence among states. While state 
dividend estimates are not fully ade- 
quate and the time lag between con- 
secutive retail trade census creates prob- 
lems, the available data are widely 
understood and accepted. 

When one turns to the product con- 
cept, however, the application of such 
information as is at hand has not been 
tested. One way of allocating corpo- 
rate income taxes to the state in which 
the product value is produced would be 
to distribute the tax among the states 
in proportion to wages and salaries in 
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the industries which are largely corpo- 
As a further 
refinement corporate income tax re- 
ceipts could be classified by industry 
and the distribution of payroll data 
could be weighted for each industry by 
the proportion of corporate tax attrib- 
utable to the industry. 

The problem in some respects is anal- 
ogous to that of apportionment of cor- 
porate income of firms operating in 
many states for purposes of state taxa- 
tion.'® The formula method of appor- 
tionment endorsed by the National Tax 
Association and other groups and in use 
ir 25 of the 35 jurisdictions imposing 
the corporate tax combines three fac- 
tors—sales, payrolls, and tangible prop- 
erty.'’ Of these three, the one series 
available for all states on a recurring 
and comparable basis is payroll infor- 
mation. Information on wages and 
salaries by state and classified by indus- 
try have been compiled as a byproduct 
of the operations of unemployment in- 
surance and old-age and survivors’ in- 
surance. 


rate managed enterprises. 


METHODS OF MEASURING FEDERAL 


INCIDENCE IN THE STATES 


TAX 


discussion 


The thus far has dealt 
with three ways of measuring federal 
tax distributions and their purposes and 
applications. The second part of this 
paper is concerned with methods of 
estimating federal tax incidence in the 
states. 


18 Coordination of Federal, State, and Local Taxes 


Report to the Committee on Ways and Means, 
House of Representatives (82d Cong.) Pursuant to 
H. R. 414. . . . House Report No. 2519. (Wash- 


ington: Government Printing Office, 1953). 


17 George H. Kitendaugh, Possibilities for Inter- 
state Cooperation in the Area of Allocation Formu 
las. In Federal-State-Local Tax Correlation. (Sym 
posium conducted by the Tax Institute, Dec. 3-4, 
1953). 1954), p 


207 


(Princeton: Tax Institute, Inc., 
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Tax Classification 


Studies of federal taxes incident in in- 
dividual states—for example—the Cali- 
fornia, Michigan, Minnesota * and Mas- 
sachusetts '* studies have adopted a 
pattern of classification of federal tax 
collections for purposes of incidence 
analysis. The classification system was 
developed in the California State Board 
of Equalization study of federal taxes 
incident in California in 1946, Federal 
taxes are grouped according to the in- 
dexes used for allocation as follows: 


Group 1. Tax burdens allocated on 
basis of collections: for example, in- 
dividual income taxes; retail excises; 
admissions taxes. 

Group 2. Tax burdens allocated par- 
tially on basis of collection and partially 
on another basis: for example, employ- 
ment taxes, 

Group 3. Tax burdens allocated in 
proportion to consumption (on basis of 
specific consumption indexes): for ex- 
ample, manufacturers’ taxes on alco- 
holic beverages; tobacco taxes; gasoline 
manufacturers’ excise. 

Group 4. Tax burdens allocated in 
proportion to consumption (on basis of 
all retail sales): for example, manu- 
facturers’ excises (other than alcohol 
levies and taxes on automobiles and au- 
tomobile parts). 

Group 5. Tax burdens allocated in 
proportion to state income payments: 
for example, tax on transportation of 
persons, 

Group 6. Tax burdens allocated in 
proportion to dividends: for example, 
corporate taxes. 

Group 7. No incidence assumed for 
state: for example, certain miscellane- 


18 See footnote 1. 


19 Massachusetts Federation of Taxpayers Associa- 
The Burden of Federal Taxes in Massa- 

1952; Amounts Collected and Estimated 
(Boston: The Federation, July, 1954). 


tions, Ine. 
chusetts 
Incidence. 
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ous taxes on commodities not used in 
the state. 


This classification system when ap- 
plied to the problem of federal tax in- 
cidence could be telescoped further. 
While the grouping of taxes such as 
that used in the California study has 
the merit of clarifying the procedures 
and assumptions underlying the inci- 
dence estimates, this method does not 
markedly change the number of com- 
putations involved. The estimates pre- 
pared for the Public Health Service 
study of Federal Taxes and the Measure- 
ment of State Capacity and the esti- 
mates for the fiscal year 1954 prepared 
as part of this paper were based on the 
ungrouped tax items as they appear in 
the Annual Report of the Commissioner 
of the Internal Revenue Service. This 
procedure was followed in order to fa- 
cilitate the reconciliation of the totals 
of the incidence allocations with the 
amount of collections for the separate 
types of tax. The federal tax inci- 
dence estimates for the fiscal year 1954 
are presented in Table 2. Table 3 
shows the tax items for which separate 
allocations were made. 


Incidence Assumptions 


The largest single problem in esti- 
mating federal tax incidence in the 
states is the selection of the underlying 
assumptions on shifting and incidence. 
As suggested earlier, expert views on 
tax incidence are divergent. These dif- 
ferences are especially noteworthy in 
the case of the corporate income tax 
which recently has accounted for about 
one-third of total federal tax collections. 

Several observations may be made on 
this problem without minimizing the 
importance of the lack of an agreed 
conceptual framework for incidence al- 
locations. 


2" See footnote 13. 
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TABLE 2 During the work of the Commission 

FeperaL Tax INCIDENCE BY STATE on Intergovernmental Relations, a mem- 
Fracat, Ves, 1906 ber of the staff informally polled a 

we Per  toup of tax experts on his outline of 

Siete Fy a Capita tax incidence assumptions. Despite the 

of Dollars) Total Pmt varied backgrounds of the respondents 

—tax officials, academic people, Cham- 

Continental bers of Commerce, and businessmen— 


United States .. $66,822.6 100.0 422 
there appeared to be rather substantial 
Alabama — 588.6 ( 189 ‘ 
inion. 208 8 : 332 agreement on the corporate income tax, 
Arkansas . 284.8 149 namely that the tax is absorbed in 
California 6,289.0 516 hif f , 
Fialesadia O88 ‘ 424 largest part and shifted forward into 


Connecticut 1547.1 2. 716 price in some part. 


Delaware . . 369.6 1,032 Although there are many unsolved 
Jistrict ¢ <* 

, ob 588.9 799 conceptual problems regarding other 
Florida .. .. 1,330.2 397 tax levies, for purposes of geographic 
Georgia .. wens 906 2 253 ae aces i h hif 
oe aalna 160 6 26 incidence allocations—where tax shift- 
[Illinois ...... 4889.2 543 ing within a state does not affect the 


Indiana . 1453.7 351 results—the remaining problems are 
Iowa ... ; 774.1 297 

Kansas ; 629.0 
Kentucky bs 7111 
Louisiana ‘ 775.7 


Maine ...... j 336.1 


~I —_ 
tot 


— th 
to to 


314. more technical than conceptual. An 


240 understanding of the specific nature of 
269 os os 
363 the levy and the way it is administered 


Vn S 


Niece 1318.8 2, 519 #8 More important than the operation 
Massachusetts 2,604.9 34 532 of price and income forces. 

Michi , , 3,261 § 476 S . re . 
eater yo 354 Studies on tax incidence by income 


Mississippi 287.4 132 class as well as by region suggest the 


Missouri ........ 16679 we pers need for a careful summary of the 
oo: ans os similarities and differences in the tax 
Nevada .. . 149.4 725 incidence assumptions used. Such a 
yee coal my poo summary may provide a better frame- 
New Mexico ... 213.0 281 work for future studies of federal tax 
New York .. . 10,1475 666 incidence. 

ssorte Carolina , . = aoe For purposes of this paper alternative 
North Dakot: 124.3 200 pur pose pape cr © 
Ohio . cut ee 468 computations of federal tax incidence 


Oklahoma. 593.8 264 . h we : d ‘ 
Oregon ....... 606.0 278 in the states were made as an experi- 


Pennsylvania . 19784 
Rhode Island 397.9 
South Carolina .. 424.7 
South Dakota 132.2 
Tennessee 7656 
Texas .. 2,697.9 


aN 


= 
eo) 


— 
_— oOo 


uo 
Sa 


e7 ment. These computations were de- 
487 signed to maximize the differences re- 
pas sulting from alternative incidence 
230 assumptions. In one series all taxes 
: jaa (other than individual income taxes 
a ' cane , on and federal insurance contributions) 
Virginia .. 1,081.4 305 were assumed to be shifted forward to 
Want Vennia 4 consumers. In the second, all taxes, 
Wisconsin . . 397 again excepting the individual income 
Wyoming 459 tax and federal insurance contributions, 


* Population July l, 1953 Census, P-25, No 07 were assumed to be borne out of corpo- 


oi 
1 
wari 
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o- 


to 
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COMPARISON OF THE BASIS OF ALLOCATION oF FeperaL TAx INCIDENCE AMONG STATES 


Federal tax 


Corporate income and profits 
taxes 
Individual income tax 


Federal Insurance Contribu- 
tions Act tax 


Railroad employment taxes 


Unemployment insurance tax 
estate and gift taxes 


Alcohol taxes 


Tobacco taxes 


Stamp taxes 


Gasoline and oil taxes 


Manufacturers’ excises on 
automobiles and parts 


Selected manufacturers’ 
CXCIBCR 

Retailers’ excises 

Taxes on telephone, tele- 
graph, radio, etc., and 
leased wires 


Local telephone tax 


Tax on sugar 

Tax on transportation of 
persons 

Tax on transportation of 
property 

Amusement and selected mis- 
cellaneous taxes 

Narcotics taxes and tax on 
coconut and other vege- 
table oils 


Other miscellaneous receipts 


(1954 and 1940 Estimates) 


Basis of allocation 


1954 estimates 


Income payments from divi- 
dends only 

Tax withheld — wages & sal- 
aries (Form 1040) 

Not withheld — collections 

One-half in proportion to re- 
tail sales; one-half in pro- 
portion to estimated collec- 
tions based on wage reports 

One-half in proportion to rail- 
road wages; one-half in pro- 
portion to retail sales 

Retail sales 

3-year average of estate tax 
liability (1948, 1949 & 1950) 

Trade association data on con- 
sumption of distilled spirits, 
wines and malt beverages 

Trade association data on 
cigarette consumption, ex- 
cept for estimates of 8 
States not levying tobacco 
taxes 

Income payments from divi- 
dends 

Motor fuel consumption for 
private and commercial use 
only 


Estimated Federal vehicle 
and automotive products 
tax distribution 

Highway statistics 

Total retail sales 


Collections 

43.8 per cent in proportion to 
local telephone revenues; 
56.2 per cent in proportion 
to wholesale sales 

FCC data on total of intra- 
state toll revenue and local 
telephone revenue 

Collections 

Population, civilian 


Retail sales 
Collections 


Retail sales 


Collections 


1940 Newcomer estimates 


Income payments from divi- 
dends and interest 
Collections 


Employer levies: 
One-half in proportion to 
retail sales; one-half in 
proportion to income pay- 
ments from dividends and 
interest 

Employee levies: 
Collections 

3-year average of collections 


Retail sales of package liquor 
stores and drinking places 


Social Security Board esti- 
mates of consumption 


Income payments from divi- 
dends and interest 

One-half of lubricating oil tax 
in proportion to manufac- 
turing costs; remainder in 
proportion to motor fuel 
consumption 

Motor vehicle registrations 


Total retail sales 


Collections 


Collections, except for opium 
in proportion to population 
(narcotics taxes) 

Retail sales (coconut & other 
oil taxes) 

Collections, except for fire- 
arms in proportion to re- 
tail sales 
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rate profits. For the wealthier states 
generally, the tax allocation propor- 
tionate to dividend income yields a sub- 
stantially higher incidence estimate than 
the estimate based on consumption. 
Conversely, the estimates based on con- 
sumption show a higher incidence in 
the poorer states than the estimates based 
on dividend income. (See Table 4.) 
While the results are interesting, the as- 
sumptions are far more extreme than 
incidence theory warrants. 


Allocation Indexes 


Once the incidence framework for 
the computation is accepted, the esti- 
mates of federal tax incidence by state 
are neither complex nor time-consum- 
ing. The choices in indexes for alloca- 


tion of the several types of taxes are 
limited by the availability of data ap- 
proximating the distribution of the in- 


cidence assumed. Some of the prob- 
lems arising from the lag in data and 
their limited scope have already been 
referred to in an earlier section of this 
paper. It may be helpful, however, to 
summarize briefly the problems of se- 
lecting allocators for the more impor- 
tant tax bases. 

Individual income The in- 
dividual income tax can no longer be 
attributed to the place of collection be- 
cause of the large portion of the yield 
represented by withheld taxes. The 
Internal Revenue Service compared the 
distribution of withholding collections 
by state for the year 1944 with the dis- 
tribution of amounts reported by in- 
dividuals as withheld taxes paid on their 
income tax Form 1040. The two sets 
of figures were widely divergent. Large 
corporations operating in many states 
report withheld income taxes from a 
single place of business. Moreover, dif- 
ferences between state of employment 
and state of residence frequently occur 


taxes. 
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in such areas as metropolitan Washing- 
ton, D. C. and metropolitan New York. 
The Internal Revenue study was based 
on a special tabulation of information 
on withholdings as reported on individ- 
ual income tax returns. While efforts 
should be made to obtain a regular tabu- 
lation of this information, other data 
tabulated from individual income tax 
returns provide useful approximations 
of the geographic distribution of in- 
dividual income taxes. The two Sta- 
tistics of Income tabulations by state 
now available are wages and _ salaries 
and total tax liability. The choice be- 
tween them depends principally on the 
importance attached to timing in mak- 
While fiscal year 
1954 collection data are now published, 
the latest tabulation of Form 1040 in- 
formation is for the income year 1952. 

Corporate income taxes. Federal tax 
incidence studies usually allocate all or 


ing the allocation. 


a large part of corporate income taxes 
among the states in proportion to divi- 
dend income. Regional data on divi- 
dend income are derived from one of 
two tabulations of dividends 
by state from individual income tax re- 
turns or dividend income included as a 
component of the state personal income 
series. The latter set of figures is based 
principally on Statistics of Income with 
an adjustment for dividend income of 
fiduciaries. In the allocations as shown 
in Table 2 the corporate income tax 
was distributed in proportion to divi- 
dend income as estimated for state in- 
come purposes by the Department of 
Commerce. 

Excise taxes shifted out of state. In 
terms of the problems of selection of 
allocators, excise taxes and other taxes 
assumed to be shifted forward to con- 
In the 
first subgroup are taxes for which there 
are adequate geographic data on specific 


sources: 


sumers fall into two subgroups. 
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TABLE 4 
ANALYSIS OF ALTERNATIVE ASSUMPTIONS 
FeperaL Tax INctpence DistriputTions 
Fiscan Year, 1954 
(Amounts in millions) 


All taxes, other than indi- 
States arrayed by 1953 vidual income and OASI 
per capita income taxes allocated on basis of : 


Retail sales allocation 
as a percentage of alloca- 


Retail Sales Dividende “00 based on dividends 


Continental United States .. .. ees $66,823 $66 823 100% 
Delaware ere re dik at ial oe 273 417 65 
Connecticut - 1,176 1,715 
Nevada .. Oe yt ee Se ae 126 151 
New York eee ee 8,033 10,877 
District of Columbia é; 553 586 
New Jersey ....... yy fly? 2,556 2,771 
Sree Oe Pe re ene ere 4619 4,946 
California .. 6,298 6 362 
Ohio .... weg Spiel pees 4,004 3,904 
Michigan .. 3,477 3,212 
Washington , pen 1,133 956 
Maryland . ve “=e Ay 1,204 1,368 
Indiana ... BS Fle ee ee 1,778 1,362 
Pennsylvania .. Stewie Gaaelees aes 4,761 5,123 
Massachusetts .............. a 2,181 2810 
Rhode Island .......... ea 354 410 
Oregon .... ie Nimans Tr 734 560 
Wisconsin a ee tsed ai - er 1,509 1,376 
Montana . htises 246 166 
EE Sadi Ws Fake eee 0 vs ee 622 572 
Missouri ... SEE a pee 1,690 1,622 
Wyoming et re... 131 os 
New Hampshire ... eed 214 250 
Kansas ..... en: eae 782 564 
Minnesota <a ee Pe 1,231 1,020 
Nebraska a itd Poe ; 7 59 392 
lowa . feOace eee 936 707 
Utah .. ae er 277 207 
Texas ey a4 3,265 2,443 
Arizona 7 Ces i 365 297 
Idaho — sen 223 136 
Vermont ae dat ie es ss 134 129 
Maine ; rt ye eee © 318 346 
Florida .... hed 1,283 1,342 
South Dakota . gas ; 187 101 
Virginia . ten ee 1,117 1,015 
New Mexico , feeneady 263 198 
Oklahoma .. bias naab shea 745 554 
North Dakota ae kwnes 180 96 
West Virginia ...-c.cseress 572 454 
Louisiana ...... ’ 850 702 
Tennessee ; ee: 061 697 
Georgia .. e- cedure 1,025 850 
eo vad Dead we aiie 807 656 
North Carolina ............ ie: 1,056 876 
South Carolina sien 5A7 376 
Alabama ..... me pacts, ita 744 527 
Arkansas .. ; ee 390 

Mississippi . ; fe 380 
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commodity consumption. These taxes 
include the excises on alcoholic bever- 
ages, tobacco, gasoline, automobiles and 
automotive equipment, and telephone 
taxes. 
modities for which specific consump- 
tion data by state are not available, 
such as radios, cameras, TV sets, and so 
forth. In the allocation of these taxes 
and other levies assumed to be shifted 
forward to consumers, retail sales data 
have been used. In order to reflect 
changes occurring since 1948, the date 
of the last Retail Census, in the alloca- 
tions shown here retail sales figures for 
1948 were increased by the proportion- 
ate rise in income for each state be- 
tween 1948 and 1953. The 1954 retail 
census data are now in the processing 
stage and preliminary figures will soon 


be available. 


Some Technical Problems 


In the second are taxes on com- 


There are a number of detailed prob- 
lems involved in developing a series on 
the geographic distribution of federal 
tax incidence. Without attempting to 
outline all these problems of detail, sev- 
eral questions frequently raised might 
be mentioned. 

Combined reporting of income and 
FICA taxes. 
quire the separation of employee and 
employer taxes under the Federal In- 
turance Contribution Act from with- 
holdings under the income tax. The 
Bureau of Old-Age and Survivors In- 
surance has prepared estimates of FICA 
tax collections by state which are pub- 
lished from time to time in the Social 
Security Bulletin and in sufficient de- 
tail—that is, a separation of self-em- 
ployed from employee-employer taxes 
—to permit adjustment of the income 
tax collection data. The total of these 
taxes, however, must first be reconciled 
with the Daily Treasury Statement or 
Budget figures for the same period. 


Incidence allocations re- 
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Combined reporting for Maryland 
and D.C. Another similar problem of 
detail is the combined figure for all tax 
types shown for Maryland and the Dis- 
trict of Columbia. For the taxes whose 
incidence is assumed to be in the same 
state as tax collections, some basis for 
separating District returns from Mary- 
land returns has to be developed. For- 
tunately, data from the Form 1040's 
provide an adequate basis for appor- 
tioning individual income taxes be- 
tween Maryland and the District of 
Columbia. For several other taxes in 
which the tax collection and incidence 
are assumed to be in the same state, 
ratios used were based on collection 
data for the last year the Internal Rev- 
enue Service reported separate collec- 
tions for the District of Columbia and 
Maryland, namely, 1948. This proce- 
dure is essentially weak, however, not 
only because of the changes since 1948 
but because of the inadequacies of the 
allocations methods used by the Internal 
Revenue Service for the years in which 
tax collections are shown separately. 
Federal refunds 


Tax refunds. tax 


have grown so substantially as to neces- 
sitate 


their exclusion in estimates of 
federal tax burdens. By far the largest 
portion of refunds results from exces- 
sive prepayment of individual income 
taxes because of overwithholding by 
employers. In the fiscal year 1954 re- 
funds for all taxes amount to almost 
$3.5 billion. Individual income tax 
and employment tax refunds accounted 
for almost $3 billion of this total. In 
the estimates presented in Table 2 only 
income tax and Federal Insurance Con- 
tributions Act deducted. 
Since withheld for the 
largest portion of these refunds (92 per 
cent) refunds were distributed among 
states in proportion to the amounts 
estimated for withheld taxes. 


refunds are 
taxes account 





CANADIAN INVESTMENT COMPANIES AND 
TAX SAVINGS 


LEONARD BRUCE BOEHNER * 


N recent years American investors 

have had their attention called to a 
new investment medium, the Canadian 
investment company. These companies 
enable U. S. citizens, through the pur- 
chase of their stock, to acquire an 
ownership interest in a diversified port- 
folio of Canadian and other foreign 
securities. The companies are com- 
paratively young, having been first or- 
ganized in 1954, but already they are 
the subject of considerable interest and 
controversy. 

In their behalf, it has been argued 
that the foreign investment trust pro- 


vides a means of implementing one im- 
portant part of this country’s foreign 
policy, to assist the economic develop- 


ment of friendly foreign powers. The 
potential importance of investment 
companies as a source of long term 
capital for foreign countries is suggested 
by the fact that Canadian investment 
funds in their first year supplied one- 
fifth of the $500 million which Ameri- 
cans invested in Canadian industry in 
1954.' This movement of capital funds 


" The author is an attorney with the firm Dewey, 
Ballantine, Bushby, & Wood, New York 
City. At present he is on active duty with the 
U. S. Navy. 


This paper was initially prepared for a seminar on 


Palmer 


taxation conducted in the Graduate School of Public 


Administration of Harvard University for students 
from the Law School, Graduate School of Business 
Administration, and Department of Economics. 

1 Newsweek, 


amount represents a rough estimate. 


January 10, 1955, p, 42. This 


Authoritative 


figures for U. §. investment in Canada in earlier 


helped offset Canada’s deficit on current 
account of approximately $430 million 
and contributed support to the high 
rate of capital formation which Canada 
achieved. Canadian investment funds 
are not limited to investment in Canada, 
and their sponsors anticipate that they 
will play a similar, if relatively less im- 
portant, role in other areas. 

It has also been argued that foreign 
investment companies are to be en- 
couraged because their capital expendi- 
tures take the form of portfolio rather 
than direct investment. When an in- 
vestment company buys the matured 
investments of local companies, it dis- 
places local capital and frees it to seek 
employment in new developmental proj- 
ects. Foreign nationals thereby receive 
the satisfying assurance that basic de- 
cisions concerning their country’s de- 
velopment will be made by their citizens 
and not by Americans. This is not 
always true in the case of direct invest- 
ment. 

Another feature of Canadian invest- 
ment trusts is important in judging their 
effectiveness in promoting our foreign 
objectives. The companies plan to ac- 
cumulate all income and profits derived 
from foreign countries—in short, their 
entire net income, for none of the com- 
panies contemplates the receipt of in- 
come from sources within the United 
years are as follows: $338 million in 1953; $480 
million in 1952; and $304 million in 1951. Canadian 


Balance of International Payments, 1953 (Canada: 
Dominion Bureau of Statistics), p. 18. 
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States. All income will be reinvested 
abroad, and thus will provide a con- 
tinuing impetus for expansion and de- 
velopment of foreign economies. By 
reinvesting profits rather than with- 
drawing them in the form of dividends, 
investment trusts will avoid the charge 
that they are milking rather than aiding 
the economic development of countries 
in which they have invested funds. 

The foregoing points present some of 
the arguments which have been ad- 
vanced in support of Canadian invest- 
ment companies. In summary, there 
can be little doubt that these companies 
do encourage the flow of U. S. capital 
abroad and therefore that they do pro- 
mote this country’s stated foreign 
policy. They do so, however, at some 
cost to the equity of our tax structure, 
and it is this aspect of the controversy 
which is the subject of this article. 

As Canadian corporations owned by 
nonresidents of Canada, these invest- 
ment pay a 
Canadian income tax of 15 per cent; if 


companies maximum 


they receive no income other than 
dividends from Canadian companies, 
they pay no Canadian income tax.” 


Since the companies plan to accumulate 
all income, the American shareholders— 
and over 85 per cent of the shareholders 
are probably Americans—will pay no 
U. S. tax on dividends received. As in- 
come is received and reinvested by in- 
vestment companies, the value of their 
shares will presumably increase. When 
the American shareholder realizes this 
increment by selling his shares, he will 
investment receive no tax 


2 
* Canadian companies 


credit in Canada for income taxes paid in other 


countries. On dividends received from British com 


example, Canadian investment trusts 


British 


cent plus a Canadian tax of I5 percent on the re 


panies, for 


would pay the standard rate of 42.5 per 


mainder of dividends received after British tax 
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pay only the tax on capital gains at a 
maximum rate of 25 per cent, not the 
higher tax on ordinary income. In 
other words, Americans can now realize 
substantial tax advantages by investing 
in foreign rather than domestic securi- 
ties, and this inducement, in addition to 
the relative attractiveness of investment 
opportunities in Canada and _ other 
foreign countries, largely explains the 
appeal of these companies to U. S. in- 
vestors. 


Background 


These opportunities for the tax-con- 
scious American investor have been 
available only since the spring of 1954, 
when the Securities Exchange Com- 
mission first allowed foreign investment 
companies to register their stocks under 
the Investment Company Act of 1954. 
Before then, the shares could not be sold 
in the United States. 

Section 7(d) of the Act sets up a 
general prohibition against the registra- 
tion of foreign investment companies. 
But it further provides that the SEC 
may permit registration if the SEC finds 
that 


.. » by reason of special circumstances or 
both legally 


practically feasible effectively to enforce 


arrangements, it is and 
the provisions of this title against such 
company and that the issuance of such 
order [allowing registration| is otherwise 
consistent with the public interest and 
the protection of investors." 


During 1952 promoters from Scudder, 
Stevens and Clark met with the SEC to 
work out arrangements permitting the 
registration fund 
which Scudder was planning to organize 
in Canada. On February 11, 1953, the 
SEC set forth in a staff memorandum 
the general conditions which a Canadian 


of securities in a 


354 Stat. 803, 15 U.S.C. Sec. 80a-7 (1951) 
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company must meet in order to register 
its securities.* The SEC then formu- 
lated these general conditions into pro- 
posed rule N-7D-1 which appeared on 
January 28, 1954," and became effective 
on April 27, 1954.° 

Rule N-7D-1 reveals that the SEC’s 
primary concern lay in maintaining the 
same kind of continuing jurisdiction 
over foreign companies as was main- 
tained over domestic companies under 
the Act. Inter alia, the rule requires 
the company to include in its charter 
and bylaws pertinent provisions of the 
Investment Company Act of 1940. 


Further, the company and its officers 
and directors must enter into a contract 
with the SEC, by which they promise 
to abide by the requirements of the Act 
and of the Commission. Consequently, 


even if the SEC has no power over such 
companies as a result of its status as a 
U. S. governmental agency, it does have 
contract rights which it may enforce in 
U. §. courts. The shareholders in the 
company are expressly made third-party 
beneficiaries, and either they or the SEC 
may force dissolution for violation of 
the contract terms. To facilitate dis- 
solution, substantially all of the invest- 
ment company’s property must be left 
in the custody of United States banks. 
The company and its nonresident officers 
and directors must designate the cus- 
todian as agent for the service of process 
within the United States. Further, they 
must agree that a Canadian court may 
give full faith and credit to any judg- 
ment of a competent American court. 
Other requirements of the Rule cover 
the keeping of a duplicate set of ac- 
counting and corporate records in this 
country and the appointment of a U. S. 
transfer agent. 


44 OCH Fed. Sec. L. Rep., 1 
519 Fed. Reg. 754 (1954). 


819 Fed. Reg. 2584 (1954). 
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Two weeks after rule N-7D-1 be- 
came effective on May 12, 1954, the 
Scudder Fund of Canada filed a regis- 
tration statement with the SEC cover- 
ing some $30 million of securities to be 
sold in the United States.’ They were 
offered to the investing public on June 
14th of that year. On August 14th, 
the United Fund of Canada, following 
Scudder’s lead, offered $12 million of its 
shares. Two days later Carl M. Loeb, 
Rhodes and Company brought out $25 
million worth of shares in the New 
York Capital Fund of Canada, Ltd. 
The following day shares worth $25 
million in Vance, Sanders, and Com- 
pany’s Canada General Fund (1954) 
became available. On October 20, 
1954, Keystone Funds brought out $30 
million of securities in their Keystone 
Fund of Canada, Ltd., followed in 
November by $9.5 million of shares in 
the Templeton Growth Fund of Canada, 
Ltd., placed in the market by White, 
Weld and Company.* 

As stated previously, these six Cana- 
dian investment funds represented new 
American investment in Canada of per- 
haps $100 million.” On November 5, 
1954, Canada General Fund, Inc., an 
American company investing in Cana- 

7 Information on the securities offered by Scudder 
and the other funds came from the prospectuses of 
the various companies, and from the current sup 
plement to Moody's Banks-Insurance-Real Estate-In- 


vestment Trusts, 1954. 


funds, found in the first part of this paper, came 


Other information on these 


from the same sources. 


S Investors Group Canada Fund Lrd. planned an 


offering of three million shares in 1955 


® The securities of Scudder, Canada General, and 
New York Capital Fund were handled by the under- 
“ firm 
quently all of their initial offerings were sold in 
1954, 


did not purchase the entire block of shares offered, 


writers on a commitment" basis. Conse- 


Underwriters of the other three companies 
but instead they have made, as agents of the funds, 
a continuous offering to the public. By the end of 
1954 some $18.1 million of these shares, out of the 
$51.5 million originally offered, had been sold. This 
makes a total of $98.1 million sold in 1954 
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dian securities, merged with the Canada 
General Fund (1954), Ltd., bringing 
the total to about $125 million at that 
time. 

Although these funds are incorporated 
in Canada, they are essentially American 
business enterprises. In the first place, 
probably over 85 per cent of the aggre- 
gate value of their shares is owned by 
residents of this country; under section 
70 of the Canada Income Tax Act '” 
no more than 5 per cent of the out- 
standing shares can be owned by Cana- 
dian residents if an investment company 
is to receive the tax benefits accruing to 
a nonresident-owned investment com- 
pany. The prospectuses of all six com- 
panies state that the board of directors 
at any time may redeem shares held by 
Canadian residents, in order to comply 
with section 70. 

Second, under SEC rule N-7D-1," 
the majority of directors and officers 
must be American citizens. Prospectuses 
available in early 1955 for five of the 
funds revealed that over 72 per cent are 
United States citizens. 

Third, under the same rule, sub- 
stantially all of the funds’ property 
must be kept in the vaults of American 
banks as custodians,’” 

Fourth, the custodian must 
summate all purchases and sales of se- 
curities . . . other than purchases and 
sales on an established securities ex- 
change, through the delivery of securi- 
ties and receipt of cash, or vice versa as 
the case may be, within the United 
States.” '* Further, in “ effecting the 


ec 
con- 


purchase or sale of assets” the com- 


“utilize the United States 
means of interstate 


pany must 


mails or com- 


10 Can. Rev. Stat. c. 148, Sec. 70 (1952). 


Reg. 


(b) (8) (v) 


119 Fed 
127d. Sec 
13 [hid 


2584, Sec. (b) (8) (iv) (1954). 
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merce.” ** Although this language is 
somewhat unclear, it would not seem 
to prohibit the company from mak- 
ing transactions on Canadian over-the- 
counter markets. 

Fifth, American investment counsel- 
ing firms, or their Canadian subsidiaries, 
manage the investments of all of the 
funds. 

Sixth, all the offerings were under- 
written by New York or Boston invest- 
ment banking houses with assistance 
from underwriters in other parts of the 
United States. 

None of the funds, however, has in- 
in American securities. Their 
portfolios contain mostly Canadian 
stocks and bonds, with some investment 
in Dutch and other non-United States 
corporations. The companies state that 
all decisions concerning securities to be 
bought and sold will be made at board 
of directors’ meetings held in Canada."” 


vested 


Canadian Tax Treatment 


Canada’s favorable tax laws un- 
doubtedly encourage the organization 
and growth of such investment com- 
panies. Because Canada has no equiva- 
lent to the U. S. accumulated earnings 
tax, its laws present no barrier to a 


fund’s retaining all of its income."® 


4 fd. Sec 


15 See 1955 Int. Rev. Bull. No. 13, at 7 


(b) (19) (ii) 


16 Canada treats the accumulated earnings problem 


in this way: (1) when a corporation liquidates, 
redeems any of its shares, capitalizes any accumulated 
earnings, reduces its capital, or converts its common 
stock into debt or preferred, that amount which a 
shareholder receives which represents earnings of 
profits is taxed as an ordinary dividend to the share 
81). (2) Or, 


he corporation 


holders (Sec. within certain limita 


may elect to pay a IS per 


105 in 


tions, 
cent tax on accumulated earnings under Sec 
addition to the ordinary corporate income tax. If a 
corporation makes this election, any amount dis 
tributed to the shareholders under any of the methods 
set forth in (1) above, are not taxed to the share 


holder Note that the payment of an ordinary 


(See next page) 
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The investment companies may choose 
‘between two alternatives as to tax treat- 
ment under Canadian income tax pro- 
visions; they may elect to be taxed as a 
nonresident-owned investment 
pany, or to be taxed as any other Cana- 
dian corporation. 

Section 70 of the Canadian Income 
Tax Act’ sets forth the requirements 
which a company must meet to be clas- 
sified as a nonresident-owned (NRO) 
investment company. If these require- 
ments are met, all income is taxed at 15 
per cent. 

On the other hand, the fund may 
elect to be taxed as an ordinary Cana- 
dian corporation. Under section 28, 
any corporation (except one electing to 
be treated under the NRO investment 
company provisions) may deduct the 
dividends it receives from another 
Canadian corporation, providing that 
the requirements of that section are met. 
Interest income, however, is taxed at 
ordinary corporation rates, which in 
Canada are 18 per cent on the first 
$20,000, and 45 per cent on any 
amount over that.'® In addition, the 
corporation must pay a 2 per cent old- 
age security tax.” 

If dividends constitute more than 70 
per cent of the investment company’s 


com- 


dividend is not one of the methods enumerated 
under (1) above, so that such dividend would be 
taxable as any other dividend, notwithstanding the 
face that the 


accumulated 


company had elected to pay the 
the earnings from 
(Secs. 81(4), 82(1) 


Canada’s favorable treatment of this prob- 


earnings tax on 
which the dividend 
(b)). 


lem is in line with Canada’s general policy mitigat- 


came 


ing the impact of double taxation of corporate in- 
come. For example, Canada allows a 20 per cent 


dividend credit against an individual’s tax (Sec. 38). 


17 Can. Rev. Stat. c. 148, Sec. 70 (1952). All 
references to sections of the Canadian Income Tax 
Act are to this chapter of the Revised Statutes unless 


otherwise noted. 
18 Sec, 39 (1). 


19 Can, Rev. Stat. c. 200, Sec. 10 (5) 
NRO companies are exempt from this tax. 


(1952). 
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income, it can best minimize taxes by 
electing to be treated as an ordinary 
corporation. Assume that 70 per cent 
of a corporation’s income represented 
dividends received, and the other 30 per 
cent, interest. The interest would be 
taxed at about a 50 per cent rate, while 
the dividends would go untaxed. The 
result would be a 15 per cent tax on the 
entire income, the same tax the com- 
pany would pay if it elected tax treat- 
ment under the NRO investment com- 
pany provisions. These figures are only 
rough approximations because of the 
stepped tax rates applicable to corpora- 
tion inceme, and also because of the 15 
per cent tax on redemptions. 

When shares in Canadian investment 
funds were first offered to the public, it 
was thought that the fund could make 
a new election each year, choosing the 
method of taxation most beneficial for 
that period.*” Canadian tax counsel for 
some of the funds later advised them 
that there might be disadvantages in 
such a procedure because of the opera- 
tion of the 15 per cent tax on some re- 
demptions. 

The tax on redemptions works in this 
way. For simplicity assume that the 
company has only dividend income. If 
the company consistently elects to be 
taxed as an ordinary Canadian corpora- 
tion, it will pay no tax when the in- 
come is received; but when a shareholder 
turns in his shares for redemption, the 
shareholder will be taxed 15 per cent of 
his share of the accumulated income.*! 
Shareholders can avoid this tax by sell- 
ing their shares on the over-the-counter 
market, rather than having their shares 
redeemed. On the other hand, if the 


company consistently elects to be taxed 


20 See Prospectus, Canada General Fund (1954) 


Ltd., p. 3, August 17, 1954. 


21 Sections 81(2) and 106(1) (a). 
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as an NRO investment company, it will 
pay a IS per cent tax on its income 
when received, and shareholders will pay 
no tax when they turn in their shares 
for redemption. However, if the com- 
pany alternates the 
methods, in most cases the shareholders 
will pay a 15 per cent tax upon redemp- 


between two 


tion on their share of accumulated in- 
come, even on that part which pre- 
viously had been taxed at 15 per cent 
as NRO investment company income. 

In order to avoid this double taxa- 
tion, several companies plan to make an 
election once and never change, even 
though in certain years it might be more 
beneficial to be taxed under the other 
method. It is questionable whether 
this is the best plan to follow, since any 
shareholder can avoid a possible 15 per 
cent tax on redemption by selling his 
shares over-the-counter. An over-the- 
counter sale also eliminates any possi- 
bility of a U. S. tax on redemptions 
under section 302.*° 

One difficulty, of course, in en- 
couraging over-the-counter sales is that 
the buyer is purchasing a tax liability. 
If he (the buyer) should ever redeem 
his shares, or if the fund should liqui- 
date, he would be liable for a 15 per 
cent redemption tax, even on income 
earned before he shareholder. 
This factor could depress the price in 
over-the-counter sales. 


was a 


The investment company must con- 
sider one other factor—the foreign tax 
credit—in determining whether to elect 


Code of 1954, Sec 302 
(old 115(g)) is usually thought of as 


22 Internal Revenue 
Section 302 
applying only to closely-held corporations which can 
easily be manipulated to secure tax benefits for share 
holders. There is no reason, however, why it should 
not be applied to publicly-held corporations which 
distribute means of stock 


earnings by redeeming 


However, in a publicly-held company the redemp 


tion would usually be protected by the dispropor 


tionate interest and termination of interest exceptions 


of the section 
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being taxed as an NRO company or as 
an ordinary corporation. If the com- 
pany elects to be taxed as an ordinary 
corporation, any shareholder who re- 
deems his stock and pays the IS per 
cent tax on redemptions will have the 
benefit of the United States foreign tax 
credit under 901 of In- 
ternal Revenue Code of 1954, providing 


section the 
the requirements of section 904 are met, 
(or the tax deduction under section 
164). This tax credit should be avail- 
able to the shareholder, since section 
106(1) (a) of the Canadian Tax Act 
imposes the tax on the shareholders, al- 
though the corporation must withhold 
the tax under section 109(1). Conse- 
quently, when a shareholder has his 
shares redeemed, he would pay the 15 
per cent tax to Canada, which he could 
offset against the 25 per cent payable to 
the United States on the capital gain. 
Theoretically, his combined United 
States-Canada tax rate would be around 
25 per cent. If the corporation had 
only dividend income, this would be the 
only tax due. 

On the other hand, if the invest- 
ment trust elects to be taxed as an NRO 
investment company, a 15 per cent tax 
is payable on the yearly income, and 
when the shareholder redeems his shares, 
a 25 per cent tax on the capital gain is 
payable to the United States, resulting 
theoretically in a 35 per cent over-all 
tax on the earnings. Consequently, the 


shareholder in a company being taxed 


as an NRO company emerges with less 
money in his pocket, assuming the 
fund’s interest income does not greatly 
exceed 30 per cent of its total income 
and also that the capital gain on re- 
demption is approximately equal to the 


stockholder’s the 


earnings. 


share of retained 


Before concluding this section, one 
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other matter should be pointed out. 
Canada has no tax on capital gains as 
such. If a company is in the business of 
selling capital assets, however, the 
profits derived are taxed as ordinary in- 
come.** In many cases the distinction 
may be unclear. 

According to the prospectuses, it 
would seem that the Canadian counsel 
to each of these funds lias advised that 
any gain realized would not be subject 
to tax. Canadian taxing authorities 
could find strong statements in Cana- 
dian and English cases, however, sup- 
porting the taxing of any gains realized 
by the funds.** Possibly tax counsel 
relied on some policy of the Ministry of 
National Revenue not to tax the capital 
gains of investment trusts. 


United States Tax Treatment 

Under present United States income 
tax laws, regulations, and the United 
States-Canadian Tax Treaty, the only 
U. S. tax imposed on shareholders of 
these Canadian investment funds is the 
capital gains tax levied at the time a 
shareholder sells his shares. 


The main provisions covering the in- 


come tax on foreign corporations are 
found in sections 881 and 882.”° In 
general these sections impose a tax on 
the income of foreign corporations, in- 
sofar as that income is derived from 
sources within the United States. 
of these funds plan to have any U. S. 


source income, with the possible excep- 


None 


tion of certain capital gains derived 
from the sales of portfolio securities 
consummated within the United States. 


The King [1925] 
MNR [1954] 


23 Anderson Logging Co. vy. 
§.C.R. 45; Gairdner Securities Led. v. 
C76: 24 (6046). 


24 [bid. 


25 Internal Revenue Code of 1954. All following 


section citations refer to the 1954 Code, unless 


otherwise noted. 
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Likewise, the accumulated earnings 
tax applies only to accumulated income 
derived from sources within the United 
States.*° 

It easily can be seen that the determi- 
native factor under U. S. law is the 
receipt or nonreceipt of income from 
sources within the United States. If a 
fund received dividends from a Cana- 
dian corporation which had income 
derived from Canadian activities, clearly 
this would be non-U. S. source income. 
But suppose that one of these Canadian 
investment trusts invested in a Canadian 
corporation which derived income from 
sources within the United States. This 
could be U. S. source income under 
section 861(a)(2). The United States- 
Canadian Tax Treaty,”’ however, ex- 
cludes any U. S. income tax on divi- 
dends or interest paid by one Canadian 
corporation to another Canadian cor- 
poration, 

There is one possible source of U. S. 
income. SEC regulation N-7d(1) re- 
quires the custodian to “ consummate 
all purchases and sales of securities... , 
other than purchases and sales on an 
established securities exchange, through 
the delivery of securities and receipt of 
cash, or vice versa as the case may be, 
within the United States.” ** This 
language could be construed to pro- 
hibit over-the-counter purchase or sales 
through a Canadian broker. This is not 
the present practice, however; custo- 
dians are placing orders through Cana- 
dian brokers. In some instances the 
broker will sell the securities, mail a 
check to the custodian, who, in turn, 


26 Sec, 882(b). Reg. 118, Sec. 39.102-1(b) (1953). 


the United States of 
America and Canada Respecting Double Taxation, 
March 4, 1942, art. XII, 56 Seat. 1403, T.S. No. 983, 
as amended by Supplementary Convention, June 12, 
1950, 2 U.S. Treaties and Other International Agree- 
ments 2238, T.1LA.S. No. 2347. 


27 Convention between 


2319 Fed. Reg. 2584 (1954). 
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mails the certificates to the broker. 
Even if such sales were construed to 
take place within the United States, and 
therefore give rise to U. S. source in- 
come, this country could not collect a 
capital gains tax, both because of the 
Treaty exemption “’ and because of a 
Treasury ruling “” that such companies 
were not doing business in the United 
States for purposes of sections 881 and 
882.°' Neither could such sales, insofar 
as they involved long-term capital gains, 
subject the company to the accumulated 
earnings tax, because such gains are 
exempt under this tax.” 

Before concluding this section, the 
foreign personal holding company pro- 
should be noted. These are 
foreign corporations set up by American 


visions 


residents to accumulate income, pur- 
portedly saving their shareholders any 
tax on dividends. If a foreign corpora- 
tion comes within the section 552 defi- 
nition, its American shareholders must 
include in their income their share of 
the corporation’s income for the taxable 
year, whether distributed or not. These 
provisions apply only to a corporation 
where five or fewer individuals who are 
citizens or residents of the United States 
own over 50 per cent of the stock, a 
requirement severely limiting the im- 
pact of these provisions. 


Are Tax Benefits Justified for Canadian 
Investment Companies? 


The creation of these investment 
United 
America and Canada Respecting Double Taxation, 
March 4, 1942, art. viii, and Protocol to the Con 
vention, sec. 3(f), 56 Stat. 1402, 1407-8, T.S. No. 
983. 


29 Convention between the States of 


30 1955 Int. Rev. Bull. No. 13 at 7. 


31 Why any of these funds, or the Securities and 
Exchange Commission, thought it necessary to apply 
for such a ruling is not clear, since the Treaty itself, 
as amplified by the protocol, fully covers the situa- 
tion, 


32 Sec. $35 (b) (6). 


CANADIAN INVESTMENT COMPANIES 


trusts points up what appears to be a 
loophole in present tax laws. Their 
present tax treatment violates a policy 
which lies behind many sections in the 
Code, including the penalty tax on ac- 
cumulated earnings (Section 351) and 
the personal holding company pro- 
(Sections 541-47, 551-57). 
This policy is to prevent individual tax- 
payers from avoiding taxes at steeply 
graduated rates merely through use of 


visions 


a corporate entity. 

Undoubtedly these Canadian trusts 
exemplify on a much larger scale the 
that 
holding company provisions were de- 
At the time these 
provisions were enacted, the congres- 
sional committee report stated that their 
purpose was “ 


very situation foreign personal 


signed to eliminate. 


to prevent citizens 
and residents avoiding their proper share 
of the tax burden by placing their 
foreign securities in a foreign corpora- 
tion.” ** 

Several comparisons should make the 
loophole clearer. If Americans invested 
directly in Canadian securities, without 
setting up any corporate conduit in 
Canada, they would lack the tax bene- 
fits presently given to shareholders in 
these Canadian investment funds. 

Or, if Americans set up an invest- 
ment fund holding Canadian securities, 
which was organized under the laws of 
any state in this country, they would 
be penalized for accumulating their in- 
come by the impact of the 27'% per 
cent to 38! per cent accumulated earn- 
ings tax. 

Many will argue, as noted above, that 
this loophole or, alternatively, tax in- 
centive, is justified because it encourages 
desirable United States investment in 
Canada and other The 
Randall report, for example, recom- 


countries. 


53 H.R. Rep. No. 1546, 75th Cong., Ist Sess. 15 
(1937). 
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mended tax incentives to encourage ex- 
port of United States capital."* The 
way in which Canadian investment 
companies implement such recommen- 
dations was indicated at the beginning 
of this article, but before going on to 
consider possible changes in the tax laws 
to revise their tax more 
formal argument should be mentioned 
in their behalf. 

One might argue that American tax- 
ing authorities should not interfere with 
a foreign corporation’s activities which 


status, one 


are legal under the laws of the country 
in which the foreign corporation was 
Or one might ask, “ What 
right has the United States to interfere 
in the internal affairs of a Canadian 
” The 
questions is that these corporations are 
primarily owned by Americans who are 
using them to lessen their United States 
income tax burden. Further, Article 
Thirteen of the Canada-United States 


Tax Treaty *° specifically provides that 


organized. 


corporation? answer to such 


the United States may impose an ac- 


cumulated earnings tax on Canadian 
corporations in which 50 per cent or 
more of the outstanding voting stock is 


owned by Americans. The Treaty 
recognizes that the United States may 


have a legitimate interest in whether 


44 Commission on Foreign Economic Policy, Report 
to the President and Congress, January 23, 1954. 
For a discussion of the use of tax incentive to en 
courage foreign investment, see Barlow and Wender, 
United States Tax Incentives to Direct Private 
Foreign Investment (1954), and Note, 68 Harv. L. 
Rev, 1036 (1955). Both of 


mend postponing tax on income accumulated abroad, 


these articles recom- 
but it is clear that the authors of neither article had 
in mind the particular situation presented by these 


investment ¢ ompanies, 


35 Convention between the United States and 
Canada, March 4, 1942, art. XIII, 56 Stat. 1403, T.S. 
983, as amended by 
June 12, 1950, U. S. Treaties and 


Agreements 2258, T.LA.S. No. 2547. 


Supplementary Convention, 


Other Int'l 


NATIONAL TAX JOURNAL 


{ Vor. IX 


such corporations fail to distribute their 
income.” 

In summary there are substantial pro 
and con arguments to be made with re- 
spect to Canadian investment com- 
panies. Depending upon the relative 
weight given to these arguments, one 
will be led to favor or oppose a revision 
of their tax status. The remainder of 
this article considers possible methods 
of changing their tax treatment, 


Suggested Methods of Taxation 


Any different approach to the tax 
treatment of these organizations should 
seek to make them distribute their in- 
come. If this were done, the present 
objections would disappear. 

One possible method of accomplish- 
ing this objective might be to expand 
the coverage of the penalty tax on ac- 
cumulations so that it included these 
companies. This would require changes 
both in the Code and in the Regula- 
tions, and possibly in the tax Treaty. 
It is not clear under Article Twelve of 
the present treaty whether the United 


36 On its face our present law (sec. 1) sets up a 
Politi 


for Congressmen to put 


steeply graduated tax on individual income. 


cally, it is more feasible 
a greater burden on the higher income groups when 
the time comes for a tax increase, and to give a 
greater benefit to those in the lower income brackets 


Whether 


the government is trying to increase or decrease its 


when the time comes for a tax reduction. 


total revenues, the graduated income tax rates tend 
to grow steeper—a highly questionable result, both 


economically and often as the 


sociologically But 
tax rate becomes more progressive, more methods of 
Code. 


Alchough it may be questionable politics to lower 


avoiding that tax find their way into the 


rates on the higher brackets, the same result is ac 
complished in other ways. Consider the provisions 


on capital gains, tax-exempt bonds, the dividend 
exemption and credit, qualified pension funds, de 
pletion, and some of the insurance provisions. It is 
not within the scope of this paper to discuss at any 
length how steeply graduated the effective tax rate 


should be. 


treatment of these trusts, along with the other loop- 


It can only be suggested that present tax 


holes, represents a legitimate method of accomplishing 
certain results tax-wise. 
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States can impose such a tax on earnings 
of a Canadian company when the earn- 
ings consist of dividends and interest. 
The better interpretation seems to be 
that the United States could do so, but 
the issue is not free from doubt. 
Another obstacle lies in the juris- 
diction of the United States to tax the 
Canadian earnings of a Canadian cor- 
It has been said that for a 
state to tax the foreign earnings of a 


poration. 


foreign corporation violates the due 
In terms of pure 
the United States 
could reach these corporations through 
their stocks and bonds; as noted, the 
SEC requires such firms to deposit their 


process principle.” 


“ power’ to tax, 


securities with a U. S. bank as custodian. 
But mere control over a corporation’s 
And 
in any event, the litigation that would 


property may not be enough.” 


arise in testing any attempt to expand 
the coverage of the accumulated earn- 
ings tax to cover these organizations 
would almost surely lead to the con- 
clusion that another approach should 
be tried. 

Another approach would be to 
amend section 7(d) of the Investment 
Company Act of 1940 to provide 
that only a foreign trust which dis- 
tributes a certain percentage of its in- 
come may be registered with the SEC. 
This approach would appear to have the 
virtue of simplicity, both in drafting 
the necessary amendment, and in _ its 
It would ap- 
pear to solve the tax problems created 


operation once enacted. 


by these Canadian companies, for not 
being allowed to register, their shares 
could not be sold in this country. 

37 Newport Co. v. 
Wis. 293, 261 N.W. 884 
U.S. 720 (1936). 


Wisconsin Tax Commission, 219 
(1935), cert. denied, 297 


38 Cf 
(1954) 


Miller Bros. v. Maryland, 347 U.S. 340 


39°54 Stat. 803, 16 U.S.C. Sec. 80a-7 (1951) 
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The amendment could be drafted to 
reach both companies which have al- 


ready registered and those which register 
Some arbitrary percent- 
age of earnings would have to be 
selected. One possibility might be the 
90 per cent figure used in the regulated 
investment company provisions of the 
Code.*” 

The last method, however, would not 


in the future. 


solve the problem created by small 
groups of investors setting up their own 
corporations in Canada to hold their 
foreign securities. To avoid the penal- 
ties of the foreign personal holding 
company provisions, at least eleven in- 
dividuals would have to join in such an 
undertaking. Such companies would 
not have to register with the SEC be- 
cause they would fall within the pro- 
vision exempting a company whose 
outstanding securities are beneficially 
owned by not more than one hundred 
persons, and which “ is not making and 
does not presently propose to make a 
public offering of its securities.” *' 

How great a problem these small 
holding companies would become is un- 
certain. Many investors, for example, 
might hesitate to become enmeshed in 
such a scheme, because of the difficulties 
which would arise when a participant 
wanted to sell his shares. 

United States citizens probably have 
more than six billion dollars invested in 
Canada,*” however, and a large share of 
invested in Canadian 


this must be 


securities. With such a large sum in- 


volved, it is not difficult to imagine a 


number of groups of investors pooling 


19 Sections 851-55 T hes provisions exempt an 


investment company from the normal income tax 


on corporate carnings, providing that it meets certain 
qualifications, one being the distributing ot 90 per 


cent of its earnings, other than capital gains 
‘1 Jd., Sec. 3c) 


12 Neu week, January 10, 1955, p. 42. 





176 


their Canadian securities under the form 
of a holding company. 

One possible approach to reach these 
small companies lies in drafting new tax 
provisions to subject such companies to 
the foreign personal holding company 
penalties without regard to the number 
of shareholders, and at the same time 
providing an out for those companies 
with legitimate business purposes in ac- 
cumulating their income. The escape 
clause could use language similar to that 
used in the accumulated earnings tax 
provisions. In other words, these new 
provisions would apply only to corpora- 
tions “formed or availed of for the 
purpose of avoiding the income tax with 
respect to its shareholders . . . by per- 
mitting earnings and profits to accumu- 
late instead of being divided or dis- 
tributed.” ** In determining whether a 
company would fall in this category, a 


court could be guided by principles 
similar to those established in the ac- 
It should 
be noted here that the foreign personal 


cumulated earnings tax cases. 


43 Section 532 
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holding company provisions apply only 
to corporations having 50-60 per cent 
of their income in the form of interest, 
dividends, rent, etc. 

In summary, the effect of these sug- 
gested provisions would be this. If a 
court determined that such a company 
having 50-60 per cent of its income in 
the form of dividends, interest, rent, 
etc. was accumulating its income only 
for the purpose of saving tax on its 
shareholders—and not for some legiti- 
mate business purpose—then the share- 
holders of that company would have to 
include in their own gross income such 
earnings and profits from dividends, in- 
terest, and so on. 

Such provisions would cover both the 
large investment companies and_ the 
small organized groups of investors. 
This suggested tax treatment is set out 
only as an idea worthy of further in- 
vestigation and study. It is not urged 
as a solution which should be adopted 
now. If any action is needed now, a 
better approach lies in amending the 
registration provisions of the Invest- 
ment Company Act. 





SALES-ASSESSMENT RATIO SURVEY 
IN WASHINGTON 


JAMES K. 


COMPREHENSIVE study ' of the 

relative uniformity of assessments, 
as well as the relative levels of assess- 
ments, that is, by counties, of real prop- 
erty in the State of Washington was 
completed in December, 1954. The 
comparative inflexibility of property 
tax yields, the suspicion of the exist- 
ence of serious inequalities in real prop- 
erty assessments, and the mounting 
financial pressures on local governments, 
particularly school districts, caused gov- 


* The author is a Professor of Economics at the 
University of Washington in Seattle 


1 Subcommittee on Revenue and Taxation of the 
Washington State Legislative 1953-1955 
Biennium, A Study of Real Property Assessments in 
the State of Washington (December, 1954). 

Copies of this study may be obtained by writing 
to the Washington State Research Council, 6127 
Arcade Building, Seattle 1, Washington. 


Counc il, 


2 The extent to which the equalization function is 
going by default at the county level is illustrated by 
the experience of King County, Washington—the 
most populous county in the state. It is estimated 
by the King County Assessor's office that there are 
same 210,000 parcels of real property on the rolls 
at the present time, exclusive of tangible personal 
property. The total number of petitions to the King 
County Board of Equalization for equalization pur- 
poses are as follows: 1951 session, 20 petitions from 
taxpayers, plus 2 petitions originating in the As- 
sessor’s office; 1952 7 petitions 
payers, plus 2 petitions originating in the Assessor's 
ofhice; 1953 session, 9 petitions from taxpayers, plus 
1 petition originating in the Assessor’s office; and in 
the 1954 session, 13 petitions from taxpayers, plus 2 
petitions originating in the Assessor's office. 

Appeals from the County Board of Equalization 
to the State Board of Equalization in 1954 were two 
in number, one of which was a taxpayer appeal, the 
other an appeal of the King County Assessor. 

The petitions for equalization listed above include 


session, from tax- 


* 


HALI 


ernmental agencies, as well as public and 


private organizations in Washington, 
not to delay further inquiry into local 
and state administration of the property 
tax. 

Original assessments of property, with 
the exception of intercounty and inter- 
state public utilities, are made by locally- 
elected county assessors who are subject 
to a minimum of state supervision and 


control. Equalization of intracounty 


assessments is by the county * and the 


equalization requests for both real and _ personal 
property assessments. 

The complete and total inadequacy of the equali 
zation functions at the county and state levels to 
provide some reasonable degree of uniformity in the 
assessment of property is revealed, in part, by the 
nominal number of petitions in King County seek 
ing assessment relief in the face of a coefficient of 
dispersion of 40.1 per and with a 


cent range of 


1.9 per 
cent, and an average assessment 
(See Study of Real Property 
Assessments in the State of Washington, Ch. 17, 
pp. 1-21.) 

In defense of taxpayers, as well as county boards 
should be said that, 
present Study appeared, no reliable and detailed in- 
formation existed available to the general public and 


sales-assessment ratios ranging from minus 
cent to 840 per 
ratio of 17.1 per cent. 


of equalization, it until che 


to the county boards of equalization as to the dis 
crimination existing in real property assessments, 

It is believed that the deplorable situation in the 
State of Washington in real property assessments is 
no worse and no better than that which exists in 
many other states at the present time. In fact, 
Washington is to be commended on this initial step 
in obtaining objective information concerning the 
operation of the property tax preliminary to putting 
the property tax in some semblance of administrative 
order. The constitutional requirement of “ uniform- 
ity” in the taxation of property, as disclosed by 
this Study, has, in fact, been replaced by the “ rule 
of nonuniformity.” 


177 
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state” boards of equalization. The State 
Board of Equalization equalizes the 
property centrally assessed, that is, pub- 
lic utilities, with the property locally 
assessed in the various counties for pur- 
poses of local government property tax 
levies, and, in addition, establishes a 
state-equalized assessed valuation for 
purposes of the present fixed state levy 
of 2 mills. 
Tax Rate Limitation 

Enacted at the general election in 
Washington in November, 1932, as an 
initiative measure, was a drastic tax rate 
limitation law known as the “ 40 mill” 
Act which imposes an over-all limit on 
all local and state governmental mill- 
age levies on property, with the excep- 
tion of port and utility districts. This 
initiative measure was subsequently re- 
enacted every two years until 1944 
when it was adopted as Amendment 17 
to the State 
initiative measure 


Constitution. As an 


has the force and 


effect of a constitutional provision for 


two years vubsequent to passage, the 
Washington Legislature was unable to 
amend or repeal this legislation during 
the period of biennial re-enactments ex- 
iending from 1932 to 1944.* In addition 
to the limitation imposed on millage 
levies, it establishes a rigid legal assess- 
ment ratio of 50 per cent of the full, 
fair, and true value of property. The 
highly restrictive character of the tax 
rate limitation is reinforced by a two- 
fold voting limitation. To validate an 
millage levy there must be 
minimum voter representation at an 
election for this purpose of 40 per cent 


ee ” 
excess 


3 The contribution of the State Board of Equali- 
zation (the State Tax Commission serving in an ex 
efficio capacity) towards more uniform assessments 
has, at best, been of a very modest, if not minimum 


order. 


4 Constitution of the State of Washington, Amend- 
ment 7 (c). 
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of those voting at the nearest preceding 
general election, and, in addition, a re- 
quirement that there be not less than a 
60 per cent approval vote. 

The great importance now being at- 
tached to the level of assessment of 
property in Washington is a product of 
the rigorous and drastic tax rate limita- 
tion now in effect at this time. Were 
the millage free to run, the level of as- 
sessment would be completely unim- 
portant so far as revenue yield is con- 
cerned. Consequently, the assessment 
level has acquired an artificial impor- 
tance in that adjustments therein be- 
come a means of evading, or offsetting, 
the restrictive influence of the tax rate 
limitation. That uniformity in the 
assessment process, not the level of as- 
sessments, is the vital feature of prop- 
erty taxation is recognized by those who 
are acquainted with the property tax. 
Thus the assessment of property is good 
or bad, not because the level is high 
or low, but because property is assessed 
with a high or a low degree of uni- 
formity. 


Valuation Standard 


The basis of property valuation in 
Washington is its “fair and true” value 
in money. There has been much argu- 
ment that this legislative declaration of 
value for tax purposes should be inter- 
preted as establishing a valuation stand- 
ard of the current cost-price level. This, 
however, is seriously to be doubted, as a 
valuation standard 
presumably implies that those aber- 
rations and distortions 


“true and a fair” 


in costs and 
prices generated out of strong inflation- 
ary and deflationary forces in the 
economy are not to be represented in 
those valuations which are entered on 
the tax duplicate. It may be observed 
that the legislature in using the phrase 
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“true and fair” value presumably did 
so advisedly; further, the phrase “ cur- 
rent market the phrase 
“current cost-price level,” could equally 
well have been placed in the statute 
establishing the valuation standard. 
Whether “true and fair” value at a 
particular time is more or less than a 
value predicated on a current cost-price 
level would appear to be a matter re- 
quiring the exercise of a value judg- 
ment by those who have the responsibil- 
ity for assessing property.” During a 
drastic recession or depression it is con- 
ceivable that a “ fair and true” value 


value,” or 


of property could exceed the current 
cost-price level; conversely, in a period 


of pronounced inflation a “ fair and 
true” valuation standard for property 
could be substantially below a level of 
current costs and prices. 

The customary interpretation of the 
“true and fair” valuation standard by 
the Tax Commission, as well as by the 
county assessors, has been one of non- 
recognition of the current level of costs 
and prices for property. The 
arithmetic mean of 19.6 per cent” 
found, as the assessment-sales ratio for 
real property in a sample of 41,713 real 


real 


were used in the 
Appraisal Manual 


Tax Commission in 1952 


5 Cests and prices for 1950 
Building 


issued by the Washington 


second edition of the 
for the guidance of county assessors and their staffs 
for 1952 and thereafter, until revised. 

The first edition of the Building Appraisal Manual 
was issued in 1936 and was based on “ Seattle prices 
as of November 1, 1935 for both material and labor.” 
1952, according to 


The revision of the Manual in 


the Tax Commission, was necessitated by “ changes 
in types and designs of building, the use of new 
and improved construction materials and methods, 
and advancing prices of labor and material, [which] 
1936 
moded and impractical for its intended use, and the 
1951 
Commission to prepare and publish this 


See Foreword, Building Appraisal Manual, 


Tax Commission, State of Washington (1952). 


contributed toward making the manual out 


legislature accordingly authorized the Tax 
revised 


a 
manual. 


6 Median, 15.7 per cent 
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property transfers for 1953 for the en- 
tire state indicates, that full, fair, and 
true value is approximately 40 per cent 
of the current cost-price level. 


Revenue Inflexibility 


The inflexibility of the property tax, 
as found in its failure to respond 
revenue-wise to the increasing financial 
requirements of state and local govern- 
ments in the war and post-war periods, 
may be attributed to (1) the drastic tax 
rate limitation, (2) the lag of the true- 
and-fair-value standard behind rising 
levels of costs and prices for real prop- 
erty, and (3) administrative inertia by 
county assessors who apparently have 
accentuated this lag during these periods 
through certifying new assessment rolls 
largely based upon re-copying the old 
roll or duplicate. It is interesting to 
note that the current property tax levy 
for the state as a whole in 1930 was 
$80,407,584, which was not equalled 
nor exceeded until 1949 when the levy 
$81,732,699.’ Since 1949 the 
property tax levy continued to show 


was 


annual increases except for 1951 when 


7 Aggregate property tax levies for the state and 
local governments in Washington since 1929 are as 
follows: 

Current Tax 
Roll (Jan. 1) 


(millions) 


1041 MOA 
1940 11.4 
1939 iL 
1938 115 
1037 11s 
1936 12.1 
1935 15.3 
1034 53.6 
1933 664 
1932 73.2 
1931 799 
1930 804 
1920 783 


Current Tax 
Roll (Jan. 1) 


(millions) 


$1i16 
104.7 
92.7 
83.3 
85.7 
81.7 
68.9 
564 
53.4 
46.1 
3.4 
424 
10.7 


Year Year 


1954 
1953 
1952 
1951 
1950 
1949 
1948 
1947 
1946 
1945 
1944 
1943 
1942 
Source: Fifteenth Biennial Report, Washing- 
ton Tax Commission, Table No. 10 for data 
1929-1953. Current tax roll for 1954 obtained 
in correspondence with the Tax Commission 
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it dropped below the 1950 levy. The 
levy for 1954 was $111,637,105, or a 
39 per cent increase over a period of 
24 years, 1954 compared with 1930. 
Further, it appears that a substantial, if 
not a major, part of this increase in 
property tax revenue is attributable to 
an expansion of the base of the property 
tax (aggregate assessed value) by rea- 
son of the creation of a large volume of 
new improvements rather than by an 
increase in the level of assessments ap- 
plied to property previously in existence. 

As equalized by the State Board of 
Equalization, the aggregate assessed 
value of all taxable property ” increased 
from $1,265,649,130 in 1930 to 
$2,868,040,662 in 1954, or an increase 
of 127 per cent over the 24-year pe- 
riod.” Property tax levies thus lagged 
appreciably behind the increased as- 
sessed value of property over the period 
1930 to 1954 inclusive.'” This lag may 


5 Real and personal property, including the prop- 
erty of public utility companies. 


% Fifteenth Biennial Report, op. cit., Table No. 11. 

The aggregate assessed value of all taxable prop- 
erty, as equalized by the State Board of Equalization 
since 1929, is as follows: 


Aggregate 
Assessed 
Value 
(billions) 


Aggregate 
Assessed 
Value 
(billions) 


Year Year 


Lf 
—_— 
a_i 


1941 
1940 
1939 
1938 
1937 
1936 
1935 
1934 
1933 
1932 
1931 
1930 
1929 


1954 
1953 
1952 
1951 
1950 
1949 
1948 
1947 
1946 
1945 
1944 
1943 
1942 


p Ro Bo be Sue San Sue Sao Ses Gas Ges 


w 


10 The aggregate state-equalized assessed value of 
all taxable property serves only as the base of the 


state levy on property. For purposes of county and 
other local governmental levies the tax base is the 
assessed value of property, as equalized by the county 
boards of equalization, plus the assigned and equalized 
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be credited largely to the highly restric- 
tive property tax rate limitation. Al- 
though local governments in general 
(other than port and utility districts) 
found their property tax revenues seri- 
ously affected by the restrictive effects 
of the tax rate limitation since 1933, 
the most adverse revenue consequences 
appear to have been suffered by the 
school districts.’ To prevent financial 
impairment of the school 
function the state government has as- 
sumed the major part of common school 
costs. Washington well illustrates the 
effectiveness of a tax rate limitation as 
a device to shift cost burdens from local 
governments to the state government. 


common 


Analysis of Real Property Sales-Assess- 
ment Ratios 


Under the general sponsorship of the 
Subcommittee on Revenue and Taxa- 
tion of the Washington State Legisla- 
tive Council, 1953-55 biennium, and 
with the direct guidance of the Prop- 
erty Tax Advisory Committee an anal- 
ysis of the assessment of real property 
in the State of Washington was begun 
during the latter half of 1954. The 
project was completed in four and one- 
half months, representing the most am- 


assessed value of intercounty public utility operating 
property as assessed by the State Tax Commission and 
as equalized by the State Board of Equalization. 

Statutorily effective as of June, 1955, all prop- 
erty tax levies made by or for any school district 
in Washington are to be based on the equalized 
assessed value of taxable property as established by 
the State Board of Equalization, rather than the 
equalized assessed values of property as found by 
the various county boards of equalization. This 
legislation was enacted by the legislature in the 1955 
session. 


11 As of March 1, 1954, 1,549 taxing districts 
existed in Washington, exclusive of the 39 counties 
and the state, of which 641 were school districts. 
The 30 public utility and the 54 port districts are 
excluded from the general tax rate limitation. Pro- 
ceedings, Washington State Board of Equalization, 
Session 1954, p. 5. 
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bitious undertaking of its kind at- 
tempted in the state. 

The Study comprised an analysis of 
41,713 real estate transfers of 1953 and 
992 real estate transfers of 1952, or a 
total sample of 42,705 real property 
transactions. The sample of 992 real 


property sales of 1952 were confined to 


eight of the less populous counties for 
purposes of providing a more satisfac- 
tory sample. Counties in which usable 
1952 sales were included with all usable 
1953 sales for sample enlargement were: 


TABLE 1 


Total 
Number of 
Sales in 
Sample 


Usable Sales 
County * 

1952 1953 
Adams 207 450 
Columbia 68 155 
Ferry .. 95 70 165 
Garfield. 5s 5l 106 
Lincoln . ; : 156 339 
San Juan . ; : 110 234 
Skamania 164 308 
Wahkiakum j Bt | 115 


243 


*In Pend Oreille, Douglas, and Jefferson 
counties the sample consisted only of 1953 
usable sales, with a total of items of 267, 349, 
and 350 respectively. These totals represent 
somewhat marginal sample reliability; possibly 
they should have been supplemented with all 
usable 1952 sales as the eight counties above 


All usable 1953 real property sales were 
included for all counties in the state 
with the exception of the following: 


TABLE 2 


Per Cent of Sales 
in Sample to 
Total of Usable 
1953 Sales 
(Extimated) 


Number of 
Sales in 
Sample 


Counties 


5 BAL 25 
3,007 60 
2410 50 
41,693 60 


1,271 67 


King 

Pierce 
Snohomish .. 
Spokane . 
Whatcom 


The above 


sales, of random selection, 
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provided a sample more than adequate 
for statistical reliability. 

The objective of the Study was to 
determine (1) the degree of assessment 
uniformity or nonuniformity existing 
in the individual counties, as well as 
among counties, in property assessments 
and (2) the relative level of assessments 
(measured against sales value) within 
and among the various counties in the 
state. It was believed that the Study 
would disclose the extent to which the 
constitutional requirement of uniform- 
ity was being followed (or ignored) by 
county assessors in their performance of 
the assessment function. 

Technical Procedures 

The analysis of real property assess- 
ments was greatly facilitated, as well as 
having its reliability increased, by legis- 
lation in 1951 which authorized the in- 
dividual counties to impose an excise 
tax, the maximum rate of which could 
not exceed one per cent on real estate 
transfers. By 1953 all 39 counties were 
imposing the tax, requiring the filing 
of an affidavit on which the selling 
price is reported and which serves as the 
base of the tax.'* Sales prices in real 
property transfers were thus of record 
and were specific in character, and their 
determination did the 
counting of revenue stamps and a gen- 


not require 


12 Selling prices reported on excise tax affidavits as 
defined in the statute consist of “ money or anything 
of value, paid or delivered or contracted to be paid 
transfer of the real 
property.” 


amount of any lien, mortgage, contract 


or delivered in return for the 


property or estate or interest in real 
Futher, the “ 
incumbrance, 


any part 
remaining unpaid on such property at the time of 


indebtedness, or other given to 


secure the purchase price, or thereof, or 
sale” is to be included in the reported sales price 
However, liens or encumbrances in favor of muni 
cipal corporations, the state, or the United States for 
taxes, improvements, or special benefits are excluded 
from the reported sales price for application of the 
Session Second Extraordinary 
Session, 1951, State of Washington, Ch. 19, p. 75 


excise tax Lau, 
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eralized approximation as is customarily 
the case, or reliance on appraisal values, 
or owners’ estimates of value.’® — In 
addition, a significant advantage was 
realized in the use of excise tax receipts 
because of the omission of personal 
property from the reported sales price 
of the property. This becomes 
particularly important in the transfer 
of commercial property. 


real 


The amount 
of the tax apparently is sufficient to in- 
duce sellers of real property generally 
to separate the sales value of the per- 
sonalty from that of the realty, as the 
tax applies only to the real property." 


Although cost, staff, and time limita- 
tions did not permit extensive field 
checks on the items included in the 
sample, the staff effort throughout was 
to identify and use only those real 
property transfers which were bona fide 
and which appeared to be fully repre- 
sentative of “free market” transac- 
tions. Sales found to be unusable be- 


Sc is believed that there is a high degree of 
compliance, on the whole, with accurate reporting 
of sales prices because of the enforcement provisions 
of the excise tax. Evidence that the excise tax has 
been paid, or that the transfer is exempt from tax, 
must be submitted before a real estate instrument or 


In addi- 


interest 


conveyance can be accepted for recording. 
Statutory provision is 
penalty on delinquent excise taxes, with penalties for 


tion, made for an 
false statements of sales prices and for failure to 
report sales, Penalties, when invoked, become liens 
against the property transferred until paid. 

In King County, for example, penalty interest is 
at the rate of 1 per cent per month compounded. 
Fines of $10 to $50 are imposed if the tax is unpaid 
following 30 days of sale. False information on the 
affidavit subjects the individual to fines of $100 to 
$500, 


14 The importance of substantially reliable and 


accurate sales information in sales-assessment ratio 
studies, which the Washington excise tax on real 
property transfers uniquely provides, lends much sup- 
port for the enactment of this form of tax, apart 
from the revenue motivation, by the various states. 
Sales-assessment made regularly and 
systematically, are basic to any fundamental improve- 


ment in the assessment of real property as found 


ratio studies, 


in assessment equality and uniformity. 
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cause of price or other distortions fell 
principally in the following categories:'” 


1. Sales involving the government 
or its administrative agencies, for ex- 
ample, condemnation sheriffs’ 
sales, bankruptcy transfers, tax fore- 
closures, and sales of irrigable land 
under conditions controlled by the 
United States Bureau of Reclamation. 

2. Transfers between members of a 
family. 

3. Sales involving eleemosynary in- 
stitutions. 

4. Transfers of convenience, for ex- 
ample, correction deeds, sales of partial 
interests, assignments of vendors’ in- 
terests in contracts or mortgages, and 
sales of $50 or less. 


sales, 


For purposes of a breakdown of the 
sales-assessment ratios by types or classes 
of property the sales-assessment data 
were. classified by property types as 
follows:'® 


. Single-family dwellings. 
Vacant land. 

. Multiple-family dwellings. 
Duplex dwellings. 

. Retail stores. 

Industrial improvements. 
Warehouses. 

. Motels. 

. Rural property. 
Miscellaneous improvements. 


CeN Aw S&F YN — 


_— 
> 
= 


A more detailed classification of prop- 
erty for purposes of the Study was re- 
garded as impractical because of intra- 
county sample inadequacies, particularly 
on commercial and industrial prop- 
erty.'’ —Intercounty _ sales-assessment 


15 See A Study of Real Property Assessments in the 
State of Washington, op. cit., Part 1, pp. 4-6, for a 
detailed discussion of sampling criteria. 


16 For a definition of the nature and content of 
the various classes or types of property as used in 
the analysis see sid., p. 6. 


17 In some counties local records were so inadequate 
permit classification only with 


land and 


as to reference to 


vacant improvements, 
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ratio comparisons by classes of property 
would have validity only if sample 
adequacy existed. For counties with 
small population, sample adequacy was 
limited to single-family dwellings and, 
even for the more populous counties, it 
was confined largely to two classes— 
single-family dwellings and vacant 
land. Although not reliable for inter- 
county comparisons, for information 
purposes the assessment ratios, with size 
of sample indicated, were listed for the 
other classes of property. By illustra- 
tion, King County, with the largest 
county sample of 5,341 items,'® had 
only four classes of property which in- 
dividually contained more than 100 
items, namely: single-family dwellings, 
3,712; vacant land, 1,299; multiple 
family dwellings, 149; and retail stores, 
108. Spokane County, with the second 
largest sample of 4,693 items, had only 
three classes of property containing 
more than 100 items, namely: single- 
family dwellings, 3,185; vacant land, 
985; and miscellaneous improvements, 
318. Pierce County, with the third 
largest sample of 3,007 items, had only 
two classes of property of more than 100 
items—single-family dwellings, 2,097, 
and vacant land, 780. 

Total sample adequacy for the in- 
dividual counties was determined by 
Aver- 
age assessment ratios were computed for 
cumulative increments of 100 
With the inclusion of additional incre- 
ments, the average assessment ratio dis- 


the use of the moving average. 


sales. 


plays a smaller variation between ratios 


(with the accretion of successive incre- 
ments). When the variation between 
ratios becomes negligible with incre- 
mental additions, sample adequacy is 


18 Original sample. Does not include the supple- 


mental sample of 162 income- producing improvements 
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reached.'* In addition to the moving 
average the standard error was com- 
puted for each county sample as a fur- 
ther test of sample reliability. 

Three measures of central tendency 
were computed and reported for the 
data in the analysis to indicate levels of 
assessed value to sales value for the in- 
and the 


average assessment 


dividual counties for state, 
These the 
ratio,” the median assessment ratio,’ 
and the aggregate ratio.”* 
Of these the average ratio was relied 
upon as the most satisfactory measure 
of central tendency to establish the 
county assessment levels and as a meas- 
the intercounty dispersions. 
The median, although widely used in 


assessment ratio studies,“* was regarded 


were 


assessment 


ure of 


19 Some seasonal bias of prices may have been in 
troduced by reason of the arrangement of items by 
excise tax receipt number, but other arrangements 
of items to avoid data biases were not possible be 
cause of county variation in tax receipt record and 


handling systems. 


20 The average assessment ratio is the sum of the 


individual assessment ratios divided by their number. 


21 The median assessment ratio is the middle item, 
in rank order, of the sample of individual assess 
ment ratios. 


“2 The aggregate assessment ratio is the percent- 
age relations...» between the total assessed value and 
the total sales value of the sample. 

“3 The 


skewness customarily found in assessment ratio dis- 


median, because of the nature of the 
persion, tends to understate the assessment level and 
to minimize assessment level inequalities between and 
among counties. However, this may be regarded as 
an advantage by those public agencies in which, for 
policy reasons, it is believed desirable to show county 
levels and inequalities in 


assessment intercounty 


minimum terms. The average and the median as 


sessment ratios for the 39 Washington counties 


reveal the extent to which the median not only 
minimizes (or understates) county assessment levels, 
but reduces intercounty assessmenc ratio dispersions 
(assessment inequalities) as well in comparison with 
the average assessment ratio. For the median, inter- 
county assessment ratios ranged from a low of 8.8 
per cent to a high of 25.6 per cent, or a spread of 
13.3 


or a spread of 25.2 per- 


14.8 percentage points; for the average, from 
per cent to 38.5 per cent 


centage points, 
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as seriously deficient in providing a 


measure of central tendency representa- 
tive of the data in the sample. In small 
samples the median may give a seriously 
distorted result, depending on the skew- 


TABLE 3 


Median 
Assessment 
Ratio 


Average 
Assessment 
Ratio 


Counties 


22.1% 
18.3 
19.0 
19.9 17.1 
26.5 18.7 
133 88 
18.8 149 
178 15.1 
20.9 154 
38.5 23.6 
20.0 16.8 
23.4 149 
Grant “ee 25.0 22.9 
Grays Harbor .. 20.5 148 
Island 17.1 142 
Jefferson 16.5 
eee 

Kitsap .... 

Kittitas . 

Klickitat 

Lewis ... 

Lincoln 

Mason .. 

Okanogan . 

Pacific 

Pend Oreille 

Pierce 

San Juan 

Skagit 

Skamania 


15.8% 
15.6 
17.2 


ga pes 
Asotin 
Benton 
Chelan .... 
Clallam .... 
Clark 
Columbia 
Cowlitz 
Douglas 
Ferry .... 
Franklin 
Garfield 


Snohomish 

Spokane 

Stevens ...... t 17.1 
Thurston : - 13.7 
Wahkiakum j 12.1 
Walla Walla 19.5 
Whatcom 13.4 
Whitman 138 
Yakima . 12.9 


Note: The greater the assessment ratio dis- 
persion from the modal group, which is indi- 
eated in the frequency distribution based on 
two percentage point intervals (the modal 
group being the largest number of items found 
in any interval), the greater is the difference 
between the median and the average assess- 
ment ratio 


ness of the distribution in the sample. 
Further, the median tends to minimize 
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assessment inequalities, as it disregards 
important areas of inequality in assess- 
ment dispersions. A comparison of the 
median with the average assessment 
ratio suggests the extent of the skew- 
ness found in the distribution of assess- 
ment ratios. The greater the range of 
assessment ratios, or the degree of non- 
uniformity, the greater is the difference 
between the median and the average as- 
sessment ratio. 

The aggregate assessment ratio has a 
serious bias as found in the weighting 
of the items in the sample in accord- 
ance with sales value. This ratio is not 
suitable to an analysis of assessment 
ratios designed to reveal the degree of 
assessment inequality, or nonuniform- 
ity, between and among parcels of real 
property. To the extent a tendency 
exists for relative underassessment of 
the higher valued parcels of property 
(as compared with property units of 
smaller value) the assessment level will 
be understated as compared with an 
average in which each property parcel 
is given equivalent weight. 

For purposes of indicating the rela- 
tive extent of assessment inequality 
within and among the various counties 
a coefficient of dispersion was computed 
for each county. The coefficients of 
dispersion were found in all instances 
to be of substantial proportions, rang- 
ing from 32.4 per cent for Walla Walla 
County to 79.8 per cent for Skagit 
County. The size of the coefficients 
reveals the high degree of assessment 
discrimination existing in the state.** 

24In King County, for example, the range of 
assessed value to sales value ranged from four-tenths 
of 1 per cent to 370 per cent for vacant land, and 
from 2.2 per cent to 840 per cent for single family 
iwellings. 


For vacant land 23.5 per cent of the 1,299 items 


in the sample had assessment ratios less than 10 
per cent; 13.2 per cent of the items had ratios above 


(See next page) 
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When the number of sales was sufh- 
cient, value groupings were made, for 
example, land sales by $200 value in- 
tervals. This distribution was designed 
to show the extent (and distribution) 
of assessment nonuniformity with ref- 
erence to property value.*” In addi- 
tion, other assessment ratio distribu- 
tions were made by age groups, for ex- 
ample, by single-family dwellings, by 
geographical areas, and by price per acre 
of land. These stratifications of data 
revealed that the average assessment 
ratios for the total county sample were 
substantially non-representative, in gen- 
eral, of the average assessment ratios for 
the various property classifications. 


Some Limitations of the Study 


Certain of the more important limi- 
tations to the Study should be recog- 
nized in order that misinterpretation of 
its findings and conclusions be avoided: 

1. The sales standard, or benchmark, 
used tO measure county assessment 
levels and the dispersion of individual 
assessments therefrom was used because 
it represents the most objective stand- 
ard available. Its employment in no 
way implies that current market value 
is synonymous with “ full, fair and 
true” value for tax purposes. 

2. The ratios found in the Study are 


at best representative only of inter- 
county assessment levels and assessment 


29.9 per cent. The average ratio was 19.6 per cent, 
with a coefficient of dispersion of 53.6 per cent 

For single family dwellings 13.6 per cent of the 
3,712 items in the sample had assessment ratios less 
than 10 per cent; 2.4 per cent of the items had 
ratios above 29.9 per cent. The average ratio was 
15.9 per cent, and the coefficient of dispersion 31.6 


per cent. 


25In King County, for property within the $51 
—$200 value group, the average ratio of assessment 
was 70.5 property in the $10,001- 
and-above value group, the average assessment ratio 
was 8.4 per cent. 


per cent; for 
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dispersion because only that real prop- 
erty which is sold is included, and this 
may represent no more than 10 per cent 
of the total number of taxable parcels 
of real property in the county—possi- 
bly substantially less. Further, not all 
real property sold in the given year is 
included in the analysis, as some prices 
are biased and of necessity must be ex- 
cluded. 

The relative reliability and represent- 
ativeness of the county ratios and the 
assessment dispersions therefrom is a 
function of sample adequacy (qualita- 
tively and quantitatively) and the ap- 
propriateness of the statistical tech- 
niques employed. 

3. Although conscientious efforts 
were made to exclude those real prop- 
erty transfers which were unrepresenta- 
tive of “free market” transactions, 
some of these transfers doubtless were 
included—no screening process is infal- 
lible. the such 
transactions inadvertently — in- 
cluded they would not be significant in 
their influence on both the average and 
the recorded dispersions. 


However, to extent 


were 


4. A limited number of real property 
appraisals are included in Appendix D 
of the Study. They were not included 
for purposes of computing county 
averages and item dispersion; to do so 
would have destroyed sample homoge- 
neity and produced distorted results. 
The general unreliability and varying 
biases of appraisal values of real prop- 
erty are sufficiently well known as not 
to require further comment. One may 
seriously whether appraisal 
values of real property have a place in 
assessment ratio studies. Further, ap- 
praisal values should not be intermixed 
with sales values, as has been done on 


If used, they should consti- 


question 


occasion. 
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tute an independent sample and receive 
separate statistical treatment in order 
to avoid concealment of whatever bias 
may be present. 

§. Contrary to the view of the Com- 
mittee on Sales Ratio Data of the Na- 
tional Association of Tax Administra- 
tors (Guide for Assessment-Sales Ratio 
Studies, June, 1954, p. 24), the arith- 
metic average, or the unweighted mean 
rather than the median, was preferred 
as the measure of central tendency for 
intercounty comparisons and for indi- 
cating data dispersion. 

Preference for the mean was based 
upon (a) the desirability of recogniz- 
ing all areas of assessment inequality, 
which the median does not do, and (b) 
not employing a measure of central 
tendency, that is, median, which intro- 
duces a bias designed to discount an as- 
sumed bias in the sample—the extent 
(and perhaps the direction) of which 
is a matter of conjecture. For studies 
designed to show the nature and extent 
of assessment inequalities no good pur- 
pose would appear to be served by us- 
ing a measure of central tendency 
which discounts or ignores important 
areas of inequality. 


Some Results of the Study 


Prior to the completion of the Study, 
county assessment ratios, as well as the 
state ratio, had been subject to guess- 
work and speculation. The Tax Com- 
mission, for example, announced that 
King County property was assessed in 
1952 at 21 per cent of its market 
value.*” The King County average as- 
sessment ratio (1953 sales) was found 
to be 17.1 per cent. In general, ob- 
servations as to assessment ratios tended 
to overstate rather than understate the 


26 As reported by the Seattle Post-Intelligencer, 


January 28, 1953 
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levels of assessment insofar as the aver- 
age ratios of assessment as found by this 
Study are indicative of the prevailing 
state and county assessment levels. 
Equally unreliable were guesses as to 
the character and extent of the assess- 
ment discrimination between and among 
important classes of property. No rea- 
sonably reliable information was avail- 
able to individual owners of real prop- 
erty, except for a very few large 
corporations,”’ as to their county assess- 
ment ratios and the extent of the assess- 
ment discrimination applicable to the 
property class with which their owner- 
ship was identified. A property owner 
seeking to correct what he believes is 
an inequitable assessment must carry 
the burden of proof. The void of reli- 
able assessment ratio data, combined 
with the high cost of obtaining the 
necessary factual information, served to 
defeat property owners in efforts to 
challenge discriminatory assessments.”” 
County assessors and their staffs were 
likewise uninformed, with their ratio 
estimates grounded at best on very 
limited sampling or informed guess- 
work. 

Annual sampling, of a very restricted 
character, of sales-assessment ratios in 
the counties of the state by the Valua- 
tion Division of the State Tax Com- 
mission has been a regular procedure, 
serving presumably as the basis for the 
“fixed ratios” which are used by the 
State Board of Equalization to equalize 
the values of the operating property of 
intercounty public utilities, found by 
the State Tax Commission, with the 


27 A few large corporations, for example those 
owning valuable and extensive timber lands, have 
made it a practice in recent years to conduct sales- 
assessment ratio studies in those counties in which 
their major holdings are situated. 


28 Except by argument and negotiation with the 
county assessors. 
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property locally assessed in the various 
counties in which the utility property 
is located.” In addition, the same 
“fixed ratios” are employed in equal- 
izing the county assessed values to es- 
tablish the property tax base for the 
state levy of 2 mills (state equalized as- 
sessed valuation). 


, 


The county sales- 
assessment ratios found by the Tax 
the counties 
show marked discrepancies with those 
in the recent Study. 


Commission for various 
This discrepancy 
in ratios apparently is caused princi- 
pally by the Tax Commission relying 
and by exer- 
cising more or less selectivity in sample 


“oO 


on too limited a sample 


content—rather than relying on full 
Although the actual 
ratios presumably serve as the basis for 


random selection. 


the “ fixed ratios,” there appears to be 


no fixed or definite relationship. Fur- 
ther, the “ fixed 
ratios” historically have been nominal 


changes made in 


and relatively unimportant as compared 
with the substantial variations in real 


property values."' In the table below 


29" Equalization is achieved by multiplying the 
full value of utility property located in each county 
fixed by the State Board 


The assessment ratio expresses the 


by the assessment ratio 
for that county. 
proportion of the full market value of the property 
in each county represented by its assessed value, and 
is determined by an annual survey of real property 
Fifteenth 


transactions in each county.” Biennial 


Report, op. cit., pp. 6-7. 


30 In defense of the Tax Commission it may be 
said that resources were limited. 

To the extent that the Valuation Division of the 
Tax Commission has relied upon the aggregate ratio 
as a measure of central tendency, rather than the 
average ratio (arithmetic mean), the actual ratios 
found would display low-end distortion by under 
stating high-end areas of assessment inequality. In 
the Study (1953 sample) che aggregate assessment 
ratio was 16.4 per cent as compared with the median 
ratio of 15.7 per cent and the average ratio of 19.6 
The aggregate ratio, on the basis of the 
1953, 


ratio 


per cent. 


sales-assessment universe in Washington in 


conformed much more closely to the median 


than it did to the average ratio as is indicated above 


31 Reported as the “ratio of assessed to actual 
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the “ fixed ratios” of the State Board 
of Equalization for the years, 1933, 
1945, 1951, and 1953, and the actual 
ratios for 1951 and 1953 are shown; 
also the aggregate averages and median 
ratios as ascertained in the Study of 
Real Property Assessments for 1953. 

It is interesting to note that the State 
Board of Equalization found existing 
intercounty average assessment nonuni- 
formity, measured in the range of its 
“ fixed ratios,” to be from 36 per cent 
to 48 per cent, or 12 percentage points, 
in 1933; 39 per cent to 49 per cent, or 
10 percentage points, in 1945; 39 per 
cent to 48 per cent, or 9 percentage 
points, in 1951; and 38 per cent to 47 
per cent, or 9 percentage points, in 
1953. The reduction in fixed 
spread or range presumably means a 
lessening, over the 20-year period, in 
intercounty differences in average as- 
sessment ratios, or growing uniform- 
ity.” On the basis of the actual ratios 
as reported for 1951 and 1953 it ap- 
pears clear that the fixed ratios as set 
are designed to discount substantially 
the extent of the intercounty nonuni- 
formity as disclosed by the actual ratios. 
The spread in the actual ratios was 
from 12.5 per cent to 27.7 per cent, or 
15.2 percentage points, for 1951; and 
13.5 per cent to 27.6 per cent, or 14.1 
percentage points, for 1953. The ac- 
tual ratios reported by the Tax Com- 
mission for 1953 are substantially out 
of line with the aggregate and average 
ratios found in the Study for the 
counties of the state.** 


ratio 


value.” Minutes and Official Proceedings, Washing- 


ton Board of Equalization, 1933, 1945, 1951, 1953 


32 Evidence is not available to determine whether 


or not this is the case. 


33 The actual ratios reported by the Tax Com 
mission for 1953 are stated as “ based on trending 
selling prices to a 1950 cost base and weighting by 
ot property.” It 


classes is presumed, possibly in- 


(See next page) 
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The survey of sales-assessment ratios 
in Washington appears to have served a 
number of important purposes, among 
which may be listed the following: 

1. The guesswork and speculation as 
to the actual ratios of assessed value to 
sales value (1953 current level of prices) 
of the counties and of the state as a 
whole, for the time being, has largely 
subsided. There appears to be general 
public acceptance of the results of the 
Study. 

2. The extent and amount of non- 
uniformity in real property assessments 
within and among the 39 counties, for 
the first time in the state, have been 
given quantitative expression of sub- 
stantial reliability. Many owners of 


real property find that their more pessi- 
mistic assumptions and guesses as to the 
amount and range of the discrimination 
existing in the assessment of property 
are, unfortunately, largely correct. 


3. The equalization functions of the 
county and state boards of equalization 
as exercised are revealed to be distress- 
ingly inadequate and compounded with 
additional discriminations to the end 
that assessment nonuniformity seems to 
be better served than assessment uni- 
formity. The “ fixed ratios” of the 


correctly, that the 1950 cost level of the Commission 
would be below the 1953 cost level (as recognized 
by the Commission). If this were the case, an up- 
ward push would be exerted on the ratios. On the 
other hand, “ weighting by classes of property,” pre- 
sumably on a value basis, would tend to depress the 
ratios, Only 4 of the 39 county actual ratios of 
the Commission were below the aggregate ratios of 
the Study. This suggests that the weighting of 
the ratios was overbalanced by the trending of sell- 
ing prices. It is possible that inadequacies in sam 
pling and/or sample manipulation likewise exerted 
upward pressures on the ratios. 

It is believed that no very useful purpose is 
accomplished by trending and/or weighting so-called 
actual ratios, as to do so is to make them more hypo- 
thetical, questionable, and unrealistic. Under such 
circumstances it is a misnomer to call chem “ actual ” 
ratios. 
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State Board of Equalization currently 
and over the years have constituted a 
public announcement that intercounty 
assessment nonuniformity has been of 
relatively small proportions when, in 
fact, the reverse is true. Further, the 
Tax Commission had in its possession 
sampled actual ratios which indicated 
that the “fixed ratios” as established 
were incorrect in the purported range 
of intercounty levels of assessment 
which they were designed to show. 
The “ fixed ratios” of the State Board 
of Equalization in range and for the in- 
dividual counties, compared with the 
average ratios found in the Study, sug- 
gest the extent of the maldistribution 
of the state levy on property and of the 
malallocation of the centrally-assessed 
intercounty public utility operating 
property to the tax rolls of the various 
counties in the state. 

County Boards of Equalization ap- 
pear largely to have abandoned their 
responsibility to equalize property as- 
sessments within classes of property and 
among classes of property (see footnote 
2). The result has been that inequal- 
ities in assessed values of property have 
had little or no correction at the hands 
of the county boards. On the other 
hand, they cannot be charged as con- 
stituting boards of disequalization in 
any important respect, as their equali- 
zation functions have gone by default. 

It is difficult to explain why the state 
and local taxing authorities, charged as 
they are with affirmative responsibilities 
to serve the principle of assessment uni- 
formity, and possessed of some knowl- 
edge that substantial assessment dis- 
criminations existed, took little action 
to acquaint the public or the legislature 
with the problems and/or to set about 
an investigation to reveal in some ade- 
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quate way the extent and character of 
assessment discrimination within and 
among the counties of the state prior 
to 1954,*4 


There would appear to be little or no 
excuse (a) not to rephrase the present 
“fixed ratios” to reflect more adequately 
the inequality existing in intercounty 
assessment levels, and (b) to provide for 
~an annual program of extensive sam- 
pling of real property assessments within 
each county so that the basic informa- 
tion for the realistic adjustment of the 
“fixed ratios” for the future will be 
available; also to serve as an indicator 
of the extent to which the individual 
county assessors are properly perform- 
ing their assessment functions. The 
Tax Commission, by statute, has been 
charged with supervisory responsibilities 
which, historically and currently, have 
had, at best, only a limited expression. 
The cost, if efficiently done, would be 
of modest proportions *’ and would be 
nominal in relation to the resulting 
benefits. 

4. Property owners are currently in 


possession of information as to county 


34 The Washington Tax Commission contributed a 
large part of the financial resources required in the 
Study of Real Property Assessments. It is 
and financial 
forthcoming 


to be 
commended for its interest 
Co-operation and 
from the Washington Association of County Com 


missioners and the Washington State Assessors Asso- 


support. 


assistance was also 


ciation. Other organizations and agencies not directly 
connected with the administration of the property 
tax, public, and private, 
valuable services, financial and otherwise, in support 
of the Study. 

However, leadership in setting up the Study and 
in organizing support was by the 
Washington State Legislative Council through its 
Subcommittee on Revenue and Taxation. The 
Washington State Research worked very 
closely and effectively with the Subcommittee on 
Revenue and Taxation from the inception of the 


governmental, rendered 


resources if ifs 


Council 


Study to its conclusion. 

35 The total cost of the Study of Real Property 
Assessments, in money and in value of contributed 
services, is estimated to be somewhat less than $40,000, 
or less than one dollar per item in the sample. 
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levels and the extent of 
intracounty assessment discrimination, 
which should be of assistance in secur- 
ing correction of the grosser inequalities. 
The county and state boards of equali- 
zation should find the evidence of as- 
sessment nonuniformities sufficiently 
persuasive as not to postpone relief both 
with and without taxpayer appeals. 

§. It is possible that increased em- 
phasis will be placed upon the appoint- 
ment to the staffs of the agencies en- 
gaged in property tax administration of 
personnel with some reasonable technical 
qualifications to deal with the complex 
and difficult problems of property as- 
sessment and tax administration. Un- 
fortunately, political preferment and 
current availability have played all too 
conspicuous a part in the selection of 
existing personnel. Technical qualifi- 
cations as found in specialized pre- 
appointment training, minimum techni- 
cal standards for appointment enforced 
by an adequate examination system, and 
a comprehensive program of in-service 
training, combined with salary schedules 
which are reasonably competitive with 
equivalent skills in private industry, un- 
fortunately have been notably absent.” 


assessment 


56 The Oregon Tax Commission, in illustration, 
has recognized that technically untrained personnel 
is not competent to perform the involved and exact 
ing task of property assessment. It has provided 
leadership in utilizing the technical facilities available 
in the Oregon institutions of higher education to 
provide in-service training in the techniques of prop- 
erty appraisal and other related aspects of tax ad- 
ministration. 

It is time that the public becomes aware of the 
importance of the assessment and equalization func- 
tions in the administration of the property tax. It 
may be contended that one of the most powerful 
—but not spectacular—groups 
officials in state and local government is the group 
entrusted with property tax administration. In 
these officials have a power of office 


which can result in discriminations causing an eco- 


among our public 


illustration, 


nomic blight to one district in the community and 
accelerating the growth of another, bringing about 


(See next page) 
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It is a sad commentary that among the 
major taxes, federal and state, the prop- 
erty tax—in which the base of the tax 
(assessed value) is established by gov- 
ernment rather than self-assessed by the 
taxpayer—is perhaps the tax which em- 
braces and represents the greatest dis- 
crimination and inequity among tax- 
payers. 

6. It is possible that the Study may 
influence the adoption of better statis- 
tical procedures in the sampling and 
treatment of dia in real property sales- 
assessment ratio surveys in the state. 
In illustration, it is difficult, if not im- 
possible, to justify the inadequate sam- 
pling, sample manipulation, and the like. 

7. Following completion and publi- 
cation of the Study in December, 1954, 


a fall in the capital values of one class of income- 
producing property in the community and visiting 
windfall capital gains on another, and the like. 

The capitalized recurring 
property tax discrimination of $100 between owners 


value of an annually 


of residence property, at an interest rate of 5 per 
cent, is $2,000; a $1,000 tax discrimination between 
owners of income-producing property. $20,000, 

In one county of the state in 1953 one multiple- 
family building sold for $780,000, another for 
$460,000, The former property was assessed at 25.4 
per cent, the other at 15.6 per cent of their re- 
spective selling prices. On the basis of an annual 
levy of 50 mills the latter property obtains an annual 
tax saving of $2,714 in property tax as compared 
with what would be paid if assessed on the same 
basis as the former property. On the other hand, 
the former property is subject to an annual tax dis- 
crimination (penalty) of $4,602 over what would 
be paid if assessed on the same basis as the latter 
property, or The capitalized value 
of this discrimination at 5 per cent is $92,040. 

Whether assessment discrimination is unintentional 
or intentional, whether a result of inadequate or im- 
proper assessment techniques, of poor technical aids, of 
poor judgment, an incompetent staff, or insufficient 
funds and staff, the consequences are the same; namely, 
owners of real property find themselves wrongfully 
penalized financially or the beneficiaries of unjust 


13.6 per cent. 


financial benefits. Some property owners will have 
part of their property taxes paid by other property 
owners. redistribution of wealth and 
income which occurs is without defense and in vio- 
lation of tax laws which require equality and uni- 


formity in taxation of property. 


The unjust 
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Senate Bill No. 371 was introduced 
(February 4, 1955) in the 1955 Session 
of the Washington Legislature. Section 
1 of the Bill contained the following 
recitation: 


Recent comprehensive studies by the 
legislative council have disclosed gross 
inequality and nonuniformity in valu- 
ation of real property for tax purposes 
throughout the state. Serious non- 
uniformity in valuations exists both 
between similar property within the 
various taxing districts and between 
general levels of valuation of the vari- 
ous counties. Such nonuniformity re- 
sults in inequality in taxation contrary 
to standards of fairness and uniform- 
ity required and established by the 
Constitution and is of such flagrant 
and widespread occurrence as to con- 
stitute a grave emergency adversely 
affecting state and local government 
and the welfare of all the people. 

Traditional public policy of the state 
has vested large measure of control in 
matters of property valuation in county 
government, and the state hereby de- 
clares its purpose to continue such pol- 
icy. However, present statutes and 
practices thereunder have failed to 
achieve the measure of uniformity re- 
quired by the Constitution; the result- 
ant widespread inequality and nonuni- 
formity in valuation of property can 
and should no longer be tolerated. \t 
thus becomes necessary to require gen- 
eral revaluation of property through- 
out the state. (Italics added. ) 


The Bill was enacted into law as Chapter 
251, Session Laws of 1955, and requires 
each county assessor to complete a re- 
valuation (re-assessment) of all taxable 
property in his county on or before June 
1, 1958, and every four years thereafter. 
Each parcel of property is to be physi- 
cally inspected and subject to an ex- 
amination that will provide adequate 
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data from which an accurate valuation gram, or to request assistance from the 
may be made. County assessors are Tax Commission. The Tax Commission 


TABLE 4 


Study of Real Property 


State Board of Equalization \ carded 
Assessments 


Actual 

Ratios * Aggregate Average Median 
Ratio Ratio Ratio 

1933 1945 1951 1953 1951 1953 1953 1953 1953 


County ‘ixed Ratios * 


Adams 0 420 400 400 155 186 l 
Asotin .... 400 460 4835 410 179 175 l 
Benton . 40 480 475 450 176 209 18 
Chelan . 470 460 455 440 215 22.7 18 6 
Clallam wie 15.0 120 400 10.5 1653 209 18.0 
Clark . 410 390 390 380 134 135 11.2 
Columbia . ... 440 440 410 415 163 222 140 I 
Cowlitz .. 380 410 400 405 143 19.7 15.7 78 rf 
LE 

Ui 


3. 
59 


Douglas ......... 48.0 46.0 46.0 43.0 183 ISS 16 
Ferry .........---5 470 40 5 450 23.4 233 23.2 23.6 
Franklin ......... 470 460 470 445 176 207 15.8 » 16.8 
Garfield ......... 410 420 390 390 16.3 171 2: 149 
Cirant .. 47.0 44.0 46.0 14.0 23.5 229 
(Grays Harbor .... 410 440 410 400 3.6 15.5 148 
Island ...... 470 460 440 415 16.6 142 
Jefferson ... 460 410 11.0 420 é 22.0 16.5 
eee . 470 470 470 445 q 20.7 146 
Kitsap ........-.. 480 470 440 425 f 20.6 184 
Kittitas . 420 45.0 43.5 42.0 . 19.2 166 
Klickitat ee 43.0 44.5 45.0 24! 276 164 

.-. 400 460 440 425 19.6 192 22. 19.0 
Lincoln veeee 420 440 400 405 19.2 20 j 12.1 
Mason ........... 410 430 430 410 5: 15.9 140 56 11.7 
Okanogan ....... 460 46.0 46.0 445 ; 22.5 198 : 205 
Pacifie .. . 450 4830 420 400 2 158 17.2 24 { 20.4 
Pend Oreille .. 470 470 455 45.5 f 26.8 20.9 28! 218 
oS we 43.0 47.0 46.0 43.0 186 174 { 174 
San Juan ........ 390 440 450 435 4: 22.7 17.2 9.f 16.0 
Skagit .... one. ae 46.0 415 39.5 4: 13.8 12.5 
Skamania ........ 410 490 480 470 27.5 16.9 
Snohomish . . 43.0 42.0 40.5 395 15.9 164 
Spokane . ..» 40 470 465 440 20.6 19.2 
Stevens ... ... 40 440 415 415 203 16.7 
Thurston a 36.0 46.0 42.5 405 148 13.5 
Wahkiakum ..... 41.0 41.0 41.0 39.5 15.1 12.7 
Walla Walla 4 440 43.0 42.0 410 194 19.5 
Whatcom ........ 410 46.0 43.5 40.5 153 143 
Whitman . 410 430 395 39.0 I 13.6 
Yakima .... . 41.0 42.0 42.0 40.0 145 13.5 
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*County Ratio Equalization Study 1964 Assessment, Washington Tax Commission, Mimeo- 
graph, August 31, 1954. 

As reported by the Tax Commission the actual ratios for 1951 are ratios of “total asse assed 
values to total 1952 selling prices of selected rary es without trending or weighting” (apparently 
an aggregate ratio), and the ratios for 1953 are “ based ‘on trending selling prices to a 1950 cost 
base and weighting by classes of property.” bid 


permitted to contract with expert ap- is instructed to prepare and publish 
praisers to assist in the revaluation pro- rules, regulations, and guides needed to 
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supplement existing materials for the 
guidance and assistance of the county 
assessors. In turn, county assessors are 
required to value property in accord- 
ance with such rules, guides, and regu- 
lations of the Commission to the end 
that uniformity in assessments may be 
served. County assessors are directed 
to make adequate financial provision for 
the revaluation program in their subse- 
quent budgets for submission to the 
boards of county commissioners, with 
such boards directed to authorize and 
levy amounts which, in their judgment, 
are sufficient to meet the needs of the 
revaluation program. For special as- 
sistance to a county assessor, upon his 
request, in property revaluation, the 
Tax Commission is to be reimbursed by 
the county for one-half of its costs. 
Each county assessor is directed to pre- 
pare and submit to the Tax Commission 
before October 15 of each year a de- 
tailed report on progress made in the 
revaluation program in his county to 
that date. The Tax Commission, in 
turn, is to transmit a copy of these re- 
ports to the legislature, as well as its 
own comprehensive report (30 days 
prior to each legislative session), de- 
signed to show the progress of the re- 
assessment program in each county with 
appropriate recommendations. County 
assessors failing to comply with the re- 
valuation program requirements are 


subject to an order from the Tax Com- 
mission directing the assessor to comply. 
Should the order be disregarded, or if 
the measures taken by the county as- 
sessor toward compliance are inadequate, 
the Tax Commission may apply to a 
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Superior Court for a “show cause’ 
action. 

The above legislation is important in 
that it places specified responsibilities in 
property tax administration squarely on 
the county assessors as well as the Tax 
Commission—with a time limitation. If 
the county assessors are derelict in meet- 
ing the requirements of the revaluation 
program qualitatively, quantitatively, or 
in point of time, the Tax Commission 
is charged with an affirmative respon- 
sibility to correct the delinquency. Evi- 
dence will be available in the near future 
to determine the extent to which the 
mandate of the legislature is fulfilled. 
In addition to the legislative declaration 
of abhorrence and condemnation of as- 
sessment practices by the county asses- 
sors as heretofore exercised, county as- 
sessors are given legislative instruction 
that many existing assessment proced- 
ures are no longer to be tolerated and 
that the assessment process. is to be 
discharged in a manner to conform with 
constitutional and statutory require- 
ments of uniformity. There are some 
current indications that certain of the 
county assessors may engage in passive 
resistance or give a superficial mani- 
festation of compliance with the legis- 
lation. Should it appear in the next 
several years that the county assessors 
are incapable of providing property 
owners with reasonably uniform and 
equitable property assessments, resort 
may be had to a drastic overhaul of the 
present structure of property tax ad- 
ministration. It is clear that local 
administration of the property tax in 
the state of Washington is on trial. 
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